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Introduction

Fire pits. Tiki torches. Barbecues. Natural gas amenities are essential in the
creation of the perfect “outdoor living room.” Not only do they provide glam-
our to backyard parties year round, but the romantic glow cast by a tiki
torch, the warmth of a natural gas fire pit, and the aroma of food cooking
on a grill can arouse all your senses. The natural gas outdoor lifestyle comes
easily in Southwest Gas Corporation’s service territories of Arizona, Nevada
and parts of northeastern and southeastern California. According to the U.S.
Census Bureau, in 2004 Nevada led the nation with a 4.1 percent popula-
tion growth rate, Arizona followed with 3 percent, and California was one
of the 10 most populous states. A company with a history of forward think-
ing, Southwest Gas is once again raising the industry bar by expanding nat-
ural gas uses from under the roof to under the stars.
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Your baekyeara
never lecked
s® goed.

Natural Gas BE&
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And, entertaining has never been

so easy. With just the touch of a
button, the grill of your dreams can
help bring all your senses to life.
From tantalizing your taste buds with
delicious foods and heavenly aromas,
to inspiring sizzling conversations,
natural gas grills add spice to any
backyard party. Sleek, high-tech grills
add style to your landscape, and

are fast, reliable, and easy to use.
The increased use of advanced
technologies, however, applies to
more than just natural gas appliances.
In order to help its employees work
more efficiently and maintain a high
standard of customer service,
Southwest Gas continues to review
and implement the latest in business
technologies. It is this commitment

to innovation that has helped the
Company maintain one of the
highest customer-to-employee ratios

in the industry.

Natural gas grills are ready to go when you're ready

to grill. Their precise temperature controls and a flame
that never runs on empty help you prepare mouthwatering
barbecue any time of the day or night. If you're tired

of running to the store for charcoal, lighter fluid, or
propane, call the Southwest Gas Energy Specialists,
1-800-OK-GAS-OK (1-800-654-27635), for a list of
natural gas barbecue dealers in your area. (Barbeques
courtesy of: Westar Kitchen and Bath)
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A night in

the frepies

IS MEeVer mere
fthan @ few
feelt @way,

Cuidoor Gas Lighting
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thanks to the soft illumination of

the natural gas tiki torch in your
backyard. Along with creating the
atmosphere of a tropical paradise,
tiki torches attractively add the right
amount of light to your yard and
walkways. Builders, landscapers,
and restaurateurs can learn how to
create a tropical retreat for their
clients by visiting Southwest’s new
Outdoor Living Demonstration
Center. In 2004, the Southern
Nevada Division partnered with
several vendors to transform a 6,000
square-foot courtyard into a state-of-
the-art facility featuring a fire pit,
fireplace, tiki torches, gaslights,
heaters and barbecues. Thanks to
this cooperative effort, Southwesters
can now experience more of what
natural gas has to offer.

Natural gas tiki torches can add charm and value to
your property for years to come. Easily installed into the
ground or mounted on posts, tiki torches are a wonderful
addition to any backyard. For more information on
outdoor lifestyle products like the tiki torches, call the
Southwest Gas Energy Specialists at 1-800-OK-GAS-OK
{1-800-654-2765). (Tiki Torches courtesy of:

Gaslite America West.)
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Having more than 88,000 first-time
meter sets and acquiring more than
102,000 new builder commitments is
something to celebrate. What better
place to have a good time than in
your own backyard? Of course, a
perfect outdoor party should include
a natural gas fire pit. Not only does
the instant flame provide a chic aurag,
but the fire pit is the perfect place to
gather around and share food, fun,

and friendship.

You can add a touch of warmth to your next outdoor
party with a natural gas fire pit. The flickering flames

not only bring the ambiance of a cozy camptire into
your own backyard, but it's a great place to spark up

a conversation. Convenient, reliable, and easily installed,
a fire pit is the perfect enhancement to any landscape.
For more information, call the Southwest Gas Energy
Specialists at 1-800-OK-GAS-OK (1-800-654-2765).

(Fire Pit courtesy of: Gaslite America West.)
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2004 showed solid improvement in the Company’s earnings. Rate relief in California and Nevada, a
return to more normal weather patterns, record customer growth, and a stellar contribution from our
pipeline construction subsidiary combined to generate earnings per share of $1.61, a 41 percent
increase over the $1.14 posted in 2003.

In our fast growing service territories, rate relief continues to be critical to our financial perform-
ance. The California Public Utilities Commission (CPUC) approved annualized general rate relief for
the Company's California jurisdictions of $6.7 million in the first quarter. Additionally, during the third
quarter, the Public Utilities Commission of Nevada [PUCN) approved an annualized general rate
increase in the Nevada jurisdictions totaling $13.7 million.

You may recall that weather was much warmer than normal during 2003. In fact, 2003 was the
2nd warmest year in Nevada and the 5th warmest year in Arizona overall in the last 109 years. In
contrast, 2004 weather cooperated with cooler temperatures, and the resulting heating degree days,
returning to more normal levels, which resulted in a notable improvement in operating margin.

2004 will mark the fifth time that we have reported record customer growth during the last
decade, and...based on everything we read and hear...we are likely to report robust growth for the
foreseeable future. In 2004, we added 82,000 customers for a growth rate of 5.4%, about three times
the industry average.

Northern Pipeline Construction Co., our wholly owned subsidiary, achieved record net income of
$8.4 million during 2004, compared to $4.3 million in 2003. Profitable bid work, increased workload
under existing contracts, and a positive equipment resale market all contributed to a remarkable year.
You might say that “the planets aligned” in 2004, and a repeat performance will likely be challenging
in 2005.

Many of the Company initiatives undertaken in years past are continuing to yield positive benefits.
Marketing strategies, judicious investments in technology and changes in operating activities have
allowed the Company to see dramatic results.

Aggressive marketing strategies that were initiated more than a decade ago...to combat an all
electric home alternative in the desert...have created a strong demand for natural gas. We currently enjoy
a healthy system-wide average market share of 90 percent in our service territories in new home
construction. As we've mentioned in prior annual reports, lifestyle is a significant part of our marketing
strategy and, as you can see from the theme of this year’s annual report, our sales efforts extend beyond
the traditional uses of natural gas...cooking, space heating, clothes drying and water heating...to such
outdoor amenities as tiki torches, open barbecue pits, outdoor fireplaces and patio heaters, gas lighting
and outdoor kitchens. As expected robust growth continues, Southwest will aggressively promote these
amenities to builders to give them a competitive edge as they market their sub-divisions. As an example,
Southwest worked jointly with vendors of these amenities and outdoor landscapers to create a stunning

demonstration courtyard in the Southern Nevada Division operations center. It is o real showpiece and
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has already proved invaluable in promoting the many uses of natural gj;as. The pictures in this year’s
annual report were taken in the courtyard. ‘/

We continue to roll out our new Work Management System which electronically tracks all
construction, operations and maintenance work from engineering design‘ to closing records. All of our
employees in the field have on-board computers. This allows us to deliver work schedules over the
airways as the employees are leaving home, thus letting them get to their}ﬂrst order without the delay of
first reporting to an office location. This change alone has resulted in a diromm‘ic increase in productivity
and customer satisfaction. Additionally, all of our system maps are stored and updated electronically and
use a GPS to ensure faster facility locating. Considering that we have crewsj working over a growing three-
state area, the need to constantly update maps is a daunting task. Now, when our construction crews pull

into an operations center, their computers are automatically uploaded with the latest changes. No more
\
sitting in a truck with paper maps trying to figure out which sections to replace.

The investments we have made in technology and changes to oTur operating procedures have
enabled us to contain costs and achieve an overall customer-to-employeé ratio of 633 to 1, one of the
best productivity ratios in the industry. In fact, under this measure we have experienced a 50 percent
improvement in our productivity during the last decade, adding cpproxirjnotely 633,000 customers and
only 189 employees. ‘

We continue to face challenges, some that confront the industry, and others that are unique to
Southwest Gas. As we've discussed before, and as you have probably exéerienced in your gas bills, high
natural gas prices continue to be a vexing problem for the industry. We, like most natural gas distribution
utilities, must purchase all of our natural gas supplies in the open mcrkef!. The market has been affected
by government energy policies that have encouraged the use of cleon-bur‘ning natural gas...to meet ever
increasing needs, such as electric generation...yet restricted certain areas from exploration for new sup-
plies. Until Congress addresses these national energy policy issues, the supply/demand balance will
remain tight and prices will likely stay at higher levels. We believe soluticjms exist, but they will take time
and significant investment to implement. The continuing challenge for polic%y makers will be to timely strike
compromises between those with varying agendas. In the meantime, w;e must pass the higher cost of
natural gas on to consumers, and we will continue to pursue a purchasing strategy that is designed to
mitigate volatility in customer bills and pass the scrutiny of regulatory rev}iew.

Managing extreme growth has become a way of life for our management team and we have
maintained a consistent focus on our core business...providing safe and reliable natural gas service to
our customers. Our high customer satisfaction ratings and productivity stot‘istics point to the commendable

\
efforts of our employees. However, our principal challenge remains...we must continue to take steps to
. . |
improve our earnings. ,

To improve our earnings, a principal focus must be on improving t;he adequacy and design of the

rates our customers pay for the natural gas service we deliver. We believe the benefits of making such
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improvements will accrue to both customers and shareholders. Over time, improved earnings will lead to
a stronger balance sheet which, in turn, should lead to higher credit ratings and a lower cost of capital.
A lower cost of capital would be reflected in the rates customers pay.

In every general rate case we file, we request rates of return that are competitive and adequate
given the risks of our business. This is extremely important fo our company as we must access sources of
capital to meet the robust growth in our service areas.

The substantial majority of our costs to provide natural gas service to customers...including the
cost of capital...are fixed. However, regulatory commissions have historically favored rate designs that
permit cost recovery based mostly on the quantities of natural gas consumed. This has unduly exposed
the company’s financial performance to the vagaries of weather and the effects of conservation measures
taken by customers reacting to rising natural gas prices.

In the most recent California and Nevada general rate cases, we proposed several alternatives
to address the rafe design issue. In California, the approved rate design will substantially protect authorized
operating margin and, in Nevada, the approved rate design will mitigate some of the exposure. We also
proposed similar alternatives for rate design changes in our Arizona general rate case now pending
before the commission in that state. We will continue to work with our regulators to make further progress
to bring more stability to earnings and cash flows.

Finally, as mentioned in last year's letter, 2004 marked a year of transition in the membership of
the Board of Directors and in senior management. However, the current Board and management continue

to maintain a consistent focus on those elements that have allowed us to be successful:

/ Remaining focused on core competencies

/ Continuing to maximize efficiency and productivity
/ Continuing to be aggressive in managing growth
/ Striving to exceed our customers’ expectations

/ Remaining watchful and positioned to seize strategic growth opportunities

We firmly believe that pursuing these strategies will, over time, increase the value of your invest-

ment in Southwest Gas.

"}}bn/ A
Thomas Y. Hartley, Chairman of the Board Jeffrey W. Shaw, Chief Executive Officer

Southwest Gas Corporation 17
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Customers by Division
{December 31, 2004)
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. Consolidated Selected Financial Statistics

Year Ended December 31,

(Thousands of dollars, except per share amounts) 2004 2003 2002 2001 2000
Operating revenues $1,477,060 $1,231,004 $1,320,909 $1,396,688 $1,034,087
Operating expenses 1,307,293 1,095,899 1,174,410 1,262,705 905,457
Operating income $ 169,767 $ 135105 $ 146,499 $ 133,983 $§ 128,630
Net income $ 56775 $ 38502 $ 43965 $ 37156 $ 38311
Total assets at year end $2,938,116  $2,608,106 $2,432,928 $2,369,612 $2,232,337
Capitalization ot year end
Common equity § 705,676 § 630,467 $§ 596,167 $ 561,200 $ 533,467
Mandatorily redeemable preferred trust
securities — — 60,000 60,000 60,000
Subordinated debentures 100,000 100,000 — - —
Longterm debt 1,162,936 1,121,164 1,092,148 796,351 896,417
$1,968,612 $1,851,631 $1,748,315 $1,417,551 $1,489,884
Common stock data .
Return on average common equity 8.5% 6.3% 7.5% 6.8% 7.4%
Earnings per share $ 161 % 114§ 133 % .16 $ 1.22
Diluted earnings per share $ 1.60 § .13 $ 132 % 115§ 1.21
Dividends paid per share $ 082 $ 082 $ 0.82 § 082 § 0.82
Payout ratio 51% - 72% 62% 71% 67%
Book value per share ot year end $ 1918 % 18.42 § 1791 % 1727 % 16.82
Market value per share at year end $ 2540 $ 2245 $ 2345 $ 2235 §  21.88
Market value per share to book value
per share 132% 122% 131% 129% 130%
Common shares outstanding at
year end (000} 36,794 34,232 33,289 32,493 31,710
Number of common shareholders at year end 23,743 22,616 22,119 23,243 24,092
Ratio of earnings to fixed charges 1.93 1.60 1.68 1.59 1.60

Southwest Gas Corporation
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Natural Gas Operations

Year Ended December 31,

(Thousands of dellars) 2004 2003 12002 2001 2000
Sales $1,211,019  § 984,966 31 069,917 $1,149918 $ 816,358
Transportation 51,033 49,387 45,983 43,184 54,353
Operating revenue 1,262,052 1,034,353 1,115,900 1,193,102 870,711
Net cost of gas sold 645,766 482,503 563,379 677,547 394,711
Operating margin 616,286 551,850 552,521 515,555 476,000
Expenses ;
Operations and maintenance 290,800 266,862 26%1,1 88 253,026 231,175
Depreciation and amortization 130,515 120,791 [ 1?,1 75 104,498 94,689
Taxes other than income taxes 37,669 35,9210 34,565 32,780 29,819
Operating income $ 157302 $ 128,287 % 1318,593 $ 125251 $ 120,317
Contribution to consolidated net income $ 48354 $ 34211 § 3‘1?,228 $ 32626 $ 33,908
|
Total assets at year end $2,843,199  $2,528,332  $2,345,407 $2,289,111  $2,154,641
Net gas plant at year end $2,335,992 $2,175,736 $2,03%1,459 $1,825,571  $1.686,082

]
Construction expenditures and property additions ~ $§ 274,748 § 228,288 § 263,576 $ 248,352 $ 205,161
|

Cash flow, net

|
From operating activities $ 124135 $ 187,122 $ 281,329 $ 103,848 §$ 109,872
From investing activities (272,458) {249,300) (24\':3,373) (246,462) {203,325)
From financing activities 143,086 60,815 (4?,1 87) 154,727 95,481
Net change in cash $ (5237) % (1,363) $§ 11,231) $ 12,113 % 2,028
Total throughput (thousands of therms) ;
Residential 667,174 593,048 588,215 589,943 571,378
Small commercial 303,844 279,154 289,27] 279,965 272,673
Large commercial 104,899 100,422 1 2? ,500 107,583 63,908
Industrial/Other 163,856 157,305 224,055 283,772 199,715
Transportation 1,258,265 1,336,901 1 ,325, 149 1,268,203 1,482,700
\
Total throughput 2,498,038 2,466,830 2,539,190 2,529,466 2,590,374
|
Weighted average cost of gas purchased |
{$/therm) $ 057 $ 046 $ } 038 § 055 % 0.42
Customers at year end 1,613,000 1,531,000 1,455,000 1,397,000 1,337,000
Employees at year end 2,548 2,550 2,546 2,507 2,491
Degree days - actual 1,953 1,772 ;1,9]2 1,963 1,938

Degree days - ten-year average 1,913 1,931 1,963 1,970 1,991
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Management's Discussion and Analysis of Financial Condition
and Results of Operations

Executive Summary

The following discussion of Southwest Gas Corporation and subsidiaries {the “Company”) includes information related to regulated
natural gas transmission and distribution activities and non-regulated activities.

The Company is comprised of two business segments: natural gas operations {“Southwest” or the “natural gas operations” segment)
and construction services. Southwest is engaged in the business of purchasing, transporting, and distributing natural gas in portions
of Arizona, Nevada, and California. Southwest is the largest distributor in Arizona, selling and transporting natural gas in most of
central and southern Arizong, including the Phoenix and Tucson metropolitan areas. Southwest is also the largest distributor and
transporter of natural gas in Nevada, serving the Las Vegas metropolitan area and northern Nevada. In addition, Southwest
distributes and transports natural gas in portions of California, including the Lake Tahoe area and the high desert and mountain
areas in San Bernardino County.

Northern Pipeline Construction Co. {"NPL” or the “construction services” segment), a wholly owned subsidiary, is a full-service
underground piping contractor that provides utility companies with trenching and installation, replacement, and maintenance
services for energy distribution systems.

Consolidated Results of Operations

Year Ended December 31,

{Thousands of dollars, except per share amounts) 2004 2003 2002
Contribution to net income

Natural gas operations $48,354 $34,211  $39,228
Construction services 8,421 4,291 4,737
Net income $56,775 $38,502 $43,965
Earnings per share

Natural gos operations $ 137 % 101§ 109
Construction services 0.24 0.13 0.14
Consolidated $ 161 $ 114 $ 1.33

See separate discussions at Results of Natural Gas Operations and Results of Construction Services. Average shares outstanding
increased by 1.4 million between 2004 and 2003, and 807,000 between 2003 and 2002, primarily resulting from atthe-market
offerings through the Equity Shelf Program and continuing issuances under the Dividend Reinvestment and Stock Purchase Plan
(“DRSPP").

NPL achieved record net income of $8.4 million during 2004, compared to $4.3 million in 2003 due to profitable bid work,
increased workload under existing contracts, and a positive equipment resale market. However, the convergence of fovorable
factors that resulted in the increase in contribution from construction services is not expected to be repeated in the near future.

As reflected in the table above, the notural gas operations segment accounted for an average of 87 percent of consolidated net
income over the past three years. As such, management’s main focus is on that segment.

Southwest Gos Corporation 25




Southwest's operating revenues are recognized from the distribution and transportation of ncz‘turcl gas {and related services} billed to
customers. An estimate of the amount of natural gas distributed, but not yet billed, to residential and commercial customers from the

latest meter reading date fo the end of the reporting period is also recognized in revenues. |
|
Operating margin is the measure of gas operating revenues less the net cost of gas sold. M‘onogemen'r uses operating margin as a

main benchmark in comparing operating results from period to period. The three principal‘Foctors affecting operating margin are
general rate relief, weather, and customer growth. \

Rates charged to customers vary according to customer class and rate jurisdiction and arel set by the individual state and federal
regulatory commissions that govern Southwest's service territories. Southwest makes periodic} filings for rate adjustments as the costs
of providing service (including the cost of natural gas purchased) change and as additional investments in new or replacement
pipeline and related facilities are made. General rate relief in California and Nevada provided an $18 million increase in margin
during 2004 when compared to 2003. {See the section on Rates and Regulatory Proceedings for additional information). Rates are
intended to provide for recovery of all prudently incurred costs and provide a reasonable refurn on investment. The mix of fixed and
variable components in rates assigned to various customer classes (rate design) can significantly impact the operating margin
actually realized by Southwest. The most recent rate cases, which affect about 40 perc}em of Southwest's business, included

improvements in rate design which management believes will mitigate the impacts of weather and conservation on margin volatility.
|

Weather is a significant driver of natural gas volumes used by residential and small commercial customers and is the main reason
for volatility in margin. Space heating-related volumes are the primary component of bi||in:gs for these customer classes and are
concentrated in the months of November to April for the majority of the Company’s customers. Variances in temperatures from
normal levels, especially during these months, have a significant impact on the margin and (?ssocio’red net income of the Company.
A return to more normal temperatures in 2004 from the warm temperatures experienced in 2003 resulted in @ $25 million increase
in margin between years. \

|
Customer growth, excluding acquisitions, has averaged five percent annually over the past ten years and five percent annually

during the past three years. Incremental margin ($21 million in 2004) has Qccompcnie‘d this customer growth, but the costs

associated with creating and maintaining the infrastructure needed to accommodate these cuisfomers also have been significant. The
timing of including these costs in rates is often delayed [regulatory lag) and results in a reducf‘ion of current-period earnings.

Management has attempted fo mitigate the regulatory lag by being judicious in its s’roFf%ng levels through the effective use of
technology. During the past decade while adding nearly 633,000 customers, Southwest jonly increased staffing levels by 189.
During this same period, Southwest's customer to employee rafio has climbed from 415/1 to 633/1, one of the best in the industry.
It has accomplished this without sacrificing service quality. Examples of technological imprO\:/emen'rs over the last few years include

electronic order routing, an electronic mapping system and, most recently, a work management system.

Customer growth requires significant capital outlays for new transmission and distribution pionf. Necessary financing of continued
construction has occurred during 2004. In July 2004, the Company issued $65 milliorlm in Clark County, Nevada Industrial
Development Revenue Bonds (“IDRBs”). The net proceeds from the 5.25% tax-exempt bonds were used fo finance construction
expenditures in southern Nevada. The Company also issued 2.6 million shares of common stock through its various stock plans

receiving $58.7 million in net proceeds in 2004. (See the section on 2004 Financing Acﬁvify; for additional information.)

|
The results of the natural gas operations segment and the overall results of the Company are heavily dependent upon the three
components nofed previously (general rote relief, weather, and customer growth). Significant changes in these components
(primarily weather) have contributed to somewhat volatile earnings. Management continues T:o work with its regulatory commissions
in designing rate structures thot strive to provide affordable and reliable service fo its customers while mitigating the volatility in

prices to customers and stabilizing returns to investors. !
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To mitigate margin volatility due to weather and other usage variations, the California Public Utilities Commission ("CPUC")
authorized a margin fracker in March 2004 that allows Southwest to record under or over<ollected margin in a belancing account
for recovery or refund fo customers in o subsequent period. The margin recorded in the balancing account is based on the
difference between billed and authorized levels. in August 2004, the Public Utilities Commission of Nevada {“PUCN"} approved
certain rate design improvements to mitigate weather variations. The monthly basic service charge was increased by $0.50 per
residential customer and declining block rotes were implemented. In December 2004, Southwest filed a general rate application
with the Arizona Corporation Commission ("ACC”") for its Arizona rate jurisdiction. The Company is asking the ACC to restructure
residential rates to separate the recovery of fixed operating cosis from the volume of gas it sells and has also proposed revising
rates to shift a substantial portion of its fixed operating costs away from cold weather consumption. {See the section on Rates and
Regulatory Proceedings for further discussion.)

Operating costs have been increasing primarily due to general increases in labor and maintenance costs and operating expenses
associated with serving additional customers. Additional factors include higher insurance premiums, rising employee-related costs,
and incremental costs to develop energy efficient technology. In 2005, operating costs will be negatively impacted by
approximately $5 million for increased pension costs. (See Application of Critical Accounting Policies for more information )

As of December 31, 2004, Southwest had 1,613,000 residential, commercial, industricl, and other natural gas customers, of
which 890,000 customers were located in Arizona, 579,000 in Nevada, and 144,000 in California. Residential and commercicl
cusfomers represented over 99 percent of the fotal customer base. During 2004, Southwest added a record 82,000 customers, a
five percent increase, of which 39,000 customers were added in Arizona, 37,000 in Nevada, and 6,000 in California. These
additions are largely aftributed to population growth in the service areas. Based on current commitments from builders, customer
growth, excluding acquisitions, is expected to be approximately five percent in 2005. During 2004, 54 percent of operating
margin was earned in Arizona, 35 percent in Nevada, and 11 percent in California. During this same period, Southwest earned
86 percent of operating margin from residential and small commercial customers, 5 percent from other sales customers, and 9
percent from transportation customers. These generc| patterns are expecred to continue.
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Results of Natural Gas Operations

Year Ended December 31, i
(Thousands of dollars) 2004 2003 2002

Gas operating revenues $1 ,2?2,052 $1,034,353  $1,115,200
Net cost of gas sold 645,766 482,503 563,379
|
Operating margin 61‘6,286 551,850 552,521
Operations and maintenance expense 2‘%0,800 266,862 264,188
Depreciation and amortization ]3‘0,5 15 120,791 115,175
Taxes other than income taxes 37,669 35,910 34,565
Operating income 157,302 128,287 138,593
Other income {expense) i] 611 2,955 3,108
Net interest deductions 78,137 76,251 78,505
Net interest deductions on subordinated debentures ;7,724 2,680 —
Preferred securities distributions [ 4,180 5,475
Income before income taxes 7:3,052 48,131 57,721
Income tax expense 24,698 13,920 18,493
\
Contribution to consolidated net income $ 48354 $ 34211 § 39,228

|
2004 vs. 2003 \

|
Contribution from natural gas operations increased $14.1 million in 2004 compared to 2003. The improvement was principally
\
\

Operating margin increased $64 million in 2004 as compared to 2003. A record 82,000 customers were added during 2004, a

the result of higher operating margin partially offset by increased operating costs.

|
growth rate of five percent. New customers contributed $21 million in incremental margin. A return fo more normal temperatures in
2004 from the warm temperatures experienced in 2003 resulted in a $25 million increase in margin between years. Rate relief in

California and Nevada provided $18 million. \

Operations and maintenance expense increased $23.9 million, or nine percent, compared|to 2003. The increase reflects general

increases in labor and maintenance costs along with incremental operating expenses ossoa‘ofed with serving additional customers.

Additional factors included increases in insurance premiums, employee-related costs, and costs to develop energy efficient
\

Depreciation expense and general taxes increased $11.5 million, or seven percent, as a rfesult of construction activities. Average

gos plant in service increased $249 million, or nine percent, as compared to 2003. iThe increase reflects ongoing capital

expenditures for the upgrade of existing operating facilities and the expansion of the system to accommodate continued customer

growth. }
\

Net financing costs rose $2.8 million, or three percent, between years primarily due to an irhcreose in average debt outstanding to

help finance growth, partially offset by a reduction in interest costs associated with the purcbcsed gas adjustment ("PGA”} account

technology.

balance.

During 2004, Southwest recognized $1.6 million of income tax benefits based on an analysis of current and deferred taxes
following the completion of general rate cases and the closure of federal tax year 2000. In 2;003, Southwest recognized $2 million

of income tax benefits associated with plantrelated items.
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2003 vs. 2002

Contribution from natural gas operations declined $5 million in 2003 compared to 2002. The decrease was principally the result
of lower operating margin and increased operating expenses, partially offset by decreased financing costs.

Operating margin decreased $671,000 in 2003 as compared to 2002. Approximately 67,000 customers were added during
2003, a growth rate of five percent. Another 9,000 customers were added in October 2003 with the acquisition of BMG. New
customers contributed $16 million in incremental margin. Differences in heating demand caused by weather variations between
years resulted in a $13 million margin decrease as warmerthan-normal temperatures were experienced during both years. During
2003, operating margin was negatively impacted $32 million by the weather, while in 2002 the negative impact was $19 million.
Conservation, energy efficiency and other factors accounted for the remainder of the decline.

Operations and maintenance expense increased $2.7 million, or one percent, compared to 2002. The impacts of general cost
increases and costs associated with the continued expansion and upgrading of the gas system to accommodate customer growth
were offset by costcurbing management initiatives begun in the fourth quarter of 2002.

Depreciation expense and general taxes increased $7 million, or five percent, os a result of construction activities. Average gas
plant in service increased $231 million, or nine percent, as compared to 2002. The increase reflects ongoing capital expenditures

for the upgrade of existing operating facilities and the expansion of the system to accommodate continued customer growth.

Net financing costs declined $869,000 between years primarily due to lower interest rates on varioblerate debt and interest
savings generated from the refinancing of IDRBs and preferred securities instruments in 2003.

During 2003, Southwest recognized $2 million of income tax benefits associated with plantrelated items. In 2002, Southwest
recognized $2.7 million of income tax benefits asscciated with stafe taxes, plant, and non-plant related items.

Rates and Regulatory Proceedings

Arizona General Rate Case. In December 2004, Southwest filed a general rate application with the ACC for its Arizona rate
jurisdiction. The application seeks authorization to increase operating revenues by $70.8 million. The request is a result of increases
in fixed operating costs and a rafe structure that has hindered Southwest's ability to earn the return authorized by the ACC. The
Company is asking the ACC fo restructure residential rates to separate the recovery of fixed operating costs from the volume of gas
it sells and has also proposed revising rates to shift a portion of the recovery of its fixed operating costs away from cold weather
consumption. Southwest also requested a margin-balancing account to mitigate margin volatility due to weather and other usage
variations. Hearings are expected in the fourth quarter of 2005. Management cannet predict the amount or timing of rate relief
ultimotely granted. The last general rate increase received in Arizona was November 2001.

Nevada General Rate Cases. In March 2004, Southwest filed general rate applications with the PUCN, which included requests for
annual increcses of $8.6 million for northern Nevada and $18.9 millien in southern Nevada. Southwest requested increased and
seasonally adjusted basic service charges to recover fixed costs and @ margin-balancing account to mitigate margin volatility due to
weather and other usage variations. At hearings held in July 2004, the PUCN staff and the Bureau of Consumer Protection
recommended that the total increase Southwest originally requested be reduced by one-third to tworthirds. The proposed reductions
from filed amounts primarily related to differences in returns on common equity, capital structure and depreciation rates.

In August 2004, the PUCN approved annudlized rate increases of $6.4 million for northern Nevada and $7.3 million in southern
Nevada effective September 2004. The order did not include a margin balancing account, but certain rate design improvements to
mitigate weather variations were approved by the PUCN. The monthly basic service charge was increased by $0.50 per residential
customer and declining block rates were implemented. In addition, the PUCN ordered the Company to oulline a plan to increase

summer usage and file a weather normalization plan to address margin volatility issues with its next general rate case.
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Cadlifornia General Rate Cases. In March 2004, the CPUC rendered a decision on the ge}nercl rate cases filed by Southwest in
February 2002 for its southern and northern California jurisdictions. The CPUC approved annualized rate increases of $3.6 million
in southern California and $3.1 million in northern California, effective May 2003, plus attrition amounts as a result of inflation and
safety-related activities beginning in 2004. The CPUC decision also includes aftrition cllowar:\ces through 2006. There were no gas

cost disallowances in the CPUC decision. |

The approved billing rates were put in place in mid-April 2004. In 2004, opproximotely;$13 million in incremental operating
margin was realized. Southwest was previously authorized by the CPUC to establish a memorandum account to track the impact of
the delayed rate relief decision from May 2003 through the effective date of the general rate case. Approximately $3.3 million of
the rate relief recorded during 2004 reflects the acfivity in the memorandum account for 2003.

|
To mitigate margin volatility due to weather and other usage variations, the CPUC authorized o margin tracker that allows
Southwest to record under or over<ollected margin in a balancing account for recovery or refund to customers in a subsequent
period. The margin recorded in the balancing account is based on the difference between billed and authorized levels.

In November 2004, Southwest made its annual attrition filing, which was approved by tl"\e CPUC effective January 2005. The
combined effect of the filing, which also adjusted various other balancing account surcharges, was an increase in annual margin of
$2 .8 million in southern California and $600,000 in northern California. |

FERC Jurisdiction. In January 2005, Paiute filed a general rate case with the Federal Energy Regulatory Commission ("FERC”]. The
application seeks authorization to increase annual revenues by $1.7 million. The filing wos a result of a FERC order issued in
December 2004, whereby the Company entered into sefflement agreements related to thelpurchose of a previously leased LNG
peaking facility. New rates are expected to be implemented in the third quarter of 2005 (subject to refund until a final FERC
decision is received). The last general rate increase received by Paiute was in January 1997 (See Other Filings section below for
further discussion of the LNG facilities setflements.) ;

PGA Filings j

The rate schedules in all of Southwest's service territories contain provisions that permit odiustjments to rates as the cost of purchased
gas changes. These deferred energy provisions and purchased gas adjustment clauses are collectively referred to as “PGA” clauses.
Filings to change rates in accordance with PGA clauses are subject to audit by state regul%:ﬁory commission staffs. PGA changes
impact cash flows but have no direct impact on profit margin. Southwest had the following outstanding PGA balances receivable/

(payable) ot the end of its two most recent fiscal years (millions of dollars): ‘

|
|
| 2004 2003
|
Arizona | $153  $(5.8)
Northern Nevada ‘ 13.1 1.7
Southern Nevada ‘ 41.9 51
California \ 11.8 8.2
‘ _° _&-
| $82.1 $9.2
|

Arizona PGA Filings. In Arizona, Southwest adjusts rates monthly for changes in purchased “gcs costs, within pre-established limits.
In December 2004, the ACC approved the implementation of a temporary PGA surcharge of $0.02 per therm to pass through
higher costs of purchased natural gas during the 2004-2005 winter heating season. \

|
Nevada PGA Filings. In Nevade, tariffs provide for annual adjustment dates for changes in purchased gas costs. In addition,

Southwest may request to adjust rates more often, if conditions warrant. As o result of increases in gas costs experienced since the

30
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annual filing in June 2003 (in addition to projected continued increases), an outofcycle filing was made in December 2003. In
May 2004, the PUCN approved a $43.3 million annuclized increase in southern Nevada and a $12.1 million increase in
northern Nevada. The new rates became effective June 2004.

In June 2004, Southwest made its annual PGA filing with the PUCN requesting rate increases of $16.3 million for customers in
southern Nevada and $2.6 million for customers in northern Nevada. To assist in the amortization of the forecasted under-collected
PGA balance, the PUCN approved a $30.6 million annudlized increase in southern Nevada and a $10.9 million annualized
increase in northern Nevada effective December 2004,

In o separate action, the PUCN issued an order in October 2004 instructing Southwest to eliminate the PGA provisions in its fariff
and instead account for gas costs as provided under the deferred energy provisions of the Nevada Administrative Code. These
provisions result in litlle difference in the method used to account for or report purchased gas costs, including the ability of the
Company to defer over or under<ollections of gas costs to balancing accounts. Southwest filed comments with the PUCN during
November to clarify the requirements. The changes become effective at the time Southwest makes its next purchased gas cost
adjustment filing.

California Gas Cost Filings. In California, @ monthly gas cost adjustment based on forecasted monthly prices is utilized. Monthly
adjustments are designed to provide a more limely recovery of gas costs and to send appropriate pricing signals to customers. As
part of the general rate case decision, Southwest was encouraged by the CPUC to propose @ Gas Cost Incentive Mechanism
(“GCIM"). A GCIM is designed to provide greater incentive to reduce gas costs than exists under traditional regulation, encourage
reasonable risk taking, and reduce administrative burden.

In November 2004, the Company filed for a GCIM using attributes similar to those used by other California utilities. The plan
would provide for savings or penalties for gas cost incurred as compared to an established benchmark. The savings and/or
penalties, neither of which are expected to be significant, would then be shared on an annual basis by ratepayers and shareholders
based upon an authorized percentage. The CPUC Office of Ratepayer Advocates filed comments in support of the GCIM. Final
approval of @ GCIM is expected in mid 2005.

Other Filings

ING Facilities. The Company leased a liquefied natural gas ("LNG"} facility and approximately 61 miles of transmission main on its
northern Nevada system under an agreement scheduled fo expire in mid 2005. These storage and transmission facilifies provide
peaking copabilities during high demand months. Negotiations to purchase the facilities were begun severa! years ago and
preparations were also being made to provide alternatives to the leased faciliies to be in service by July 2005 in the event that a
purchase agreement could not be consummated.

In May 2004, Paiute {an inferstate pipeline subsidiary of Southwest Gas), fited an application with the FERC to abandon the leased
facilities and to construct a compressor station to replace a portion of the transmission system capacity. Tuscarora Gas Transmission
Company (“Tuscarora”) also made o filing with the FERC proposing to expand its system to provide additional service to the
customers whose LNG service was to be ferminated.

In June 2004, the Company received a notice of default and demand for indemnification asserting that it was in default on the
lease from Uzal, LLC ("Uzal"}, the owner of the facilities. The Company responded to the notice of default certifying that no event of
default existed and disputing the scope of the claims. In June 2004, Uzal filed suit in the United States District Court, District of
Nevade, alleging breach of the lease and certain related agreements, tortious interference with contract, and tortious interference
with prospective economic advantage. In July 2004, Uzal filed an application with the FERC seeking authorization to provide
storage and fransportation service from the LNG facilities.
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In October 2004, the Company and Uzal reached an agreement, subject to regulatory a:pprovol, to resolve their dispute which
allowed for the dismissal of the related litigation. In addifion, Paiute agreed to purchase the NG facilifies and associated

transmission main for approximately $22 million and continve to provide natural gas storage service in northern California and
i

\
In addition to the PaiuteUzal seftlement, Paiute and Southwest were parties to a Joint Porﬁe:s Setilement filed with the FERC. Other
members of the Joint Parties Settlement included Avista, Public Service Resources Corporation, Sierra Pacific Power Company,

northern Nevada.

Tuscarora, and Uzal. The Joint Parties Settlement was predicated upon Paiute’s ocquisitio;n of the ING facilities pursuant to the
Paiute-Uzal setflement. |

In December 2004, the FERC issued an order approving the Paiute-Uzal setlement and Joint%Pcrﬁes Settlement. The order resulted in
the issuance of a Certificate of Public Convenience and Necessity to Paiute authorizing it to| cequire and operate the LNG facilities
and provided Paiute with the authority to provide longterm LNG storage services to i?sicustomers under new storage service
agreements. As part of the settlement, Paiute withdrew ifs application related to the abandonment of the leased facilities and
construction of a compressor station. In addition, Tuscarora withdrew its application to construct its proposed 2005 expansion
project, and Uzal withdrew its application seeking authorization to provide storage cncjl transportation service from the LNG
facilities. The approval of the Joint Parties Setflement and the closing on the purchase ofithe ING facilities in December 2004

completely resolved five pending, contested FERC proceedings, as well as two related court cases.
l

El Paso Transmission System. Since November 1999, the FERC has been examining ccp:ociry allocation issues on the El Paso
system in several proceedings. This examination resulted in a series of orders by the FERC iniwhich all of the major full requirements
transportation service agreements on the El Paso system, including the agreement by which Southwest obtained the transportation of
gas supplies to ifs Arizona service areas, were converted o contract demand-ype service agreements, with fixed maximum service
limits, effective September 2003. At that time, all of the transportation capacity on the systenjw was allocated among the shippers. In
order to help ensure that the converting full requirements shippers would have adequate capacity to meet their needs, El Paso was
authorized to expand the capacity on its system by adding compression. ‘

|

Since 2003, the FERC has reviewed issues related to the implementation of the full requ;iremenfs conversion. Parties, including
Southwest, filed petitions for judicial review of the FERC orders mandating the conversion., In December 2004, the United States
Court of Appeals denied « petition seeking to reverse the prior FERC order that converted the agreements to contract demand. As a
result, Southwest plans to pursue a reallocation of shipper costs at the United States Court oﬂ Appeals level based upon the contract

demand quantities. However, Southwest believes it hos adequate capacity fo meet custémer requirements, and no additional

actions are anticipated on the capacity allocation issue. !
|
\
\
|

Capital Resources and Liquidity

\
The capital requirements and resources of the Company generally are determined independently for the natural gas operations and
construction services segments. Each business activity is generally responsible for securing lits own financing sources. The capital
requirements and resources of the construction services segment are not material to the overo!l capital requirements and resources of

the Company. |

Southwest continues to experience significant customer growth. This growth has required significant capital outlays for new
fransmission and distribution plant, to keep up with consumer demand. During the fhreeyec‘:r period ended December 31, 2004,
total gas plant increased from $2.6 billion to $3.3 billion, or at an annual rate of nine percent. Customer growth was the primary
reason for the plant increase as Southwest added 216,000 net new customers during the three-yeor period.

During 2004, construction expenditures for the natural gas operations segment were $253 million (excluding the $22 million LING

facility purchase discussed below). Approximately 75 percent of these expenditures represented new construction and the balance
|
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represented costs associated with routine replacement of existing transmission, distribution, and general plant. Cash flows from
operating activities of Southwest (net of dividends) provided $95 million of the required copital resources pertaining to total capital
expenditures in 2004. The remainder was provided from external financing activities and existing credit facilities. Operating cash
flows in 2004 were negatively impacted by natural gas prices as undercollected PGA balances at December 31, 2003 hove
increased from $9.2 million 1o $82.1 million at December 31, 2004. Southwest utilizes shortterm borrowings to remporarily
finance under<ollected PGA balances.

Asset Purchases

In July 2004, the Company announced an agreement with Avista fo purchase Avista’s natural gas distribution properties in South
Lake Tahoe, California. Avista serves approximately 18,000 customers in this region. The cash purchase price for the properties is
$15 million, subject to closing adjustments. The agreement is also subject to customary closing conditions and regulatory review,
including approval by the CPUC. Once approvals have been received, the properties will be integroted into the northern Nevada
operations of Southwest, which include contiguous gas properties in the Lake Tahoe Basin. It is anficipated that Southwest will
assume the rates in effect at the time of closing the purchase. The purchase price will be financed using existing credit facilities. The
sale is expected fo close in the second quarter of 2005.

The Company previously leased @ LNG facility and approximately 61 miles of fransmission main on its northern Nevada system. In
December 2004, Paiute purchased the NG facilities and associated transmission main for approximately $22 million, and
continues to provide natural gas sforage service in northern California and northern Nevada. The purchase price was financed with
shortterm debt and existing credit facilities.

2004 Financing Activity

In April 2004, the Company entered into a sales agency financing agreement with BNY Capital Markets, Inc. ("BNYCMI”}. Of the
$200 million in securities available at the time under the Company’s shelf registration statement, the Company filed a prospectus
supplement in May designating an aggregate $60 million as common stock to be issued in atthemarket offerings (“Equity Shelf
Program”} from time to time with BNYCMI acting as agent. During 2004, approximately 1.4 million shares were issued with gross
proceeds of $34.1 million, agent commissions of $341,000, and net proceeds of $33.8 million. During the fourth quarter of 2004,
approximately 558,000 shares were issued with gross proceeds of $14 million, agent commissions of $140,000, and net
proceeds of $13.9 million.

During 2004, the Company issued approximately 1.2 million additional shares through its DRSPP, Employee Investment Plan,
Management Incentive Plan, and Stock Incentive Plan. In August 2004, the Company registered 1 million edditional shares of
common stock with the Securities and Exchange Commission (“SEC”) for issuance under the DRSPP.

At December 31, 2004, the Company had $166 million in securities available under a shelf registration statement for issuance
including $25.9 million of common stock to be issued through the Equity Shelf Program discussed previously.

In July 2004, the Company issued $65 million in Clark County, Nevada IDRBs Series 2004A, due 2034. The net proceeds from
the 5.25% taxexempt bonds were used to finance construction and improvement of pipeline systems and facilities located in
southern Nevada.

In September 2004, the Company remarketed the $20 million 3.35% 2003 Series D IDRBs, due 2038, at a rate of 5.25%. The
original 3.35% interest rate was an 18-month rate which was required to be remarketed by September 2004,

In October 2004, the Company issued $75 miilion in Clark County, Nevada 5% Series 2004B indusirial Development Refunding
Revenue Bonds (“IDRRBs”), due 2033. The Series 2004B IDRRBs were issued at a discount of 0.625%. The proceeds of the new
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IDRRBs were used fo refinance $75 million in 6.5% 1993 Series A [DRBs, due 2033. The rédemption of the 1993 Series A IDRBs
occurred on December 1, 2004 and included an early redemption premium of 1% ($750,00p).

!
2005 Construction Expenditures and Financing 1

|
Southwest estimates construction expenditures during the three-year period ending December 31, 2007 will be approximately
$700 million. Of this amount, approximately $270 million are expected to be incurred in QObS. During the three-year period, cash
flow from operating activities (net of dividends] is estimated to fund approximately 80;percenf of the gas operations’ fotal
construction expenditures, assuming timely recovery of currently deferred PGA balances. The Company expects to raise $75 million
to $100 million from its various common stock programs. The remaining cash requirements lare expected to be provided by other
external financing sources. The timing, types, and amounts of these additional external financings will be dependent on a number of
factors, including conditions in the capital markets, timing and amounts of rate relief, growth|levels in Southwest service areas, and
earnings. These external financings may include the issuance of both debt and equity ;securiﬁes, bank and other shortterm
borrowings, and other forms of financing. ‘

\
Off Balance Sheet Arrangements :
All Company debt is recorded on its balance sheets. The Company has longterm operating leases, which are described in
Note 2 — Utility Plant of the Notes to Consolidated Financial Statements. No debt instruments have credit triggers or other clauses
that result in default if Company bond ratings are lowered by rating agencies. Certain Company debt instruments contain
customary leverage, net worth and other covenants, and securities ratings covenants that, if set in motion, would increase financing
costs. To date, the Company has not incurred any increased financing costs as a result of these covenants.
Southwest has fixed-price gas purchase contracts, which are considered normal purchos;s occurring in the ordinary course of
business. These gas purchase contracts are entered into annually to mitigate market price vol“cﬁliry. The Company does not currently
utilize other stand-alone derivative instruments for speculative purposes or for hedging and does not have foreign currency
exposure. Southwest is currently considering using stand-clone derivatives to hedge against possible price volatility. However, any
such change would be communicated to Southwest's various regulatory commissions, dnd costs of such derivative financial
instruments would be pursued as part of the PGA mechanisms for recovery from customers in each jurisdiction. None of the
Company's long4erm financial instruments or other confracts are derivatives that are marked to market, or contain embedded

derivatives with significant mark-to-market value.
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Contractual Obligations

Obligations under longterm debt, gas purchase obligations and noncancelable operating leases at December 31, 2004 were os
follows (millions of dollars):

Payments Due By Period

Contractual Obligations Total 2005 20062007 2008-2009  Thereafter
Shortterm debt {Note 7) $ 100 $100 $ — $— $ —
Subordinated debentures to Southwest Gas Capital Il {Note 5) 103 - - - 103
Longterm debt (Note 6) 1,193 30 198 26 939
Operating leases (Note 2) 40 6 9 7 18
Gas purchase obligations (@ 398 311 87 - -
Pipeline capacity ® 482 69 136 124 153
Other commitments 12 7 5 - —
Total $2,328  §523 $435 $157 $1,213

\\

{a) Includes fixed price and variable rate gas purchase contracts covering approximately 116 million dekatherms. Fixed price
contracts range in price from $4.40 to $6.38 per dekatherm. Varicble price contracts reflect minimum contractuel obligations.

{b) Southwest has pipeline capacity contracts for firm transportation service, both on a short- and longterm basis, with several
companies {primarily El Paso Natural Gas Company and Kern River Gas Transmission Company) for all of its service territories.
Southwest also has interruptible contracts in place that allow additional capacity to be acquired should an unforeseen need
arise. Costs associated with these pipeline capacity contracts are a component of the cost of gas sold and are recovered from
customers primarily through the PGA mechanism.

Estimated pension funding for 2005 is $16.5 million.

The Company has an agreement with Avista to purchase Avista's natural gas distribution properiies in South Lake Tahoe, California
for $15 million which is expected to close in the second quarter of 2005.

Liquidity

Liquidity refers to the ability of an enterprise to generate adequate amounts of cash fo meet its cash requirements. Several general
factors that could significantly affect capital resources and liquidity in future years include inflation, growth in the economy, changes
in income tax laws, changes in the ratemaking policies of regulatory commissions, interest rates, variability of natural gas prices,
and the level of Company earnings.

The price of natural gas has varied widely over the past several years. Southwest customers have benefited from the fixed prices
associated with term contracts in place during this period. These contracts are generally of short duration (less than one year) and
cover about half of Southwest’s supply needs. Southwest enters into new contracts annually to replace those that are expiring to help
mitigate price volatility. Remaining needs will be covered with the purchase of natural gas on the spot market, which is subject to
market fluctuations, in addition to the possible future use of stand-alone derivative instruments to hedge against potential price
volatility. Over the next few years, continued strong growth in natural gas demand and limited supply increases indicate prices for
natural gas will likely remain volatile. Southwest continues to pursue all available sources to maintain the balance between a low
cost and reliable supply of natural gas for its customers. Al incremental costs will be pursued as part of the PGA mechanisms for
recovery from customers in each rate jurisdiction.
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The rate schedules in Southwest's service territories contain PGA clauses which permit adjustments to rates as the cost of purchased

gas changes. The PGA mechanism allows Southwest to change the gas cost component of the rates charged fo its customers to
reflect increases or decreases in the price expected to be paid to its suppliers and companies providing interstate pipeline

transportation service. |

On an interim basis, Southwest generally defers over or undercollections of gas costs to TPGA balancing accounts. In addition,
Southwest uses this mechanism to either refund amounts over<ollected or recoup amounts undercollected as compared to the price
paid for natural gos during the period since the last PGA rate change went into effect. Ajt December 31, 2004, the combined
balances in PGA accounts totaled an undercollection of $82.1 million versus an undercollection of $9.2 million at December 31,
2003. See PGA Filings for more information on recent regulatory filings. Southwest utilizes shortterm borrowings to temporarily

|
finance under<ollected PGA balances. |

PGA changes affect cash flows but have no direct impact on profit margin. In addition, sfince Southwest is permitted to accrue
interest on PGA balances, the cost of incremental, PGA-related shortterm borrowings will be offset, and there should be no material
negative impact to earnings. However, gas cost deferrals and recoveries can impact comp}crisons between periods of individual
income statement components. These include Gas operating revenues, Net cost of gas sold, Net interest deductions and Other

Effective May 2004, the Company obtained a new $250 million three-year credit facility!of which $150 million is for working

income (deductions).

capital purposes {and related outstanding amounts will be designated as shortterm debt].} Interest rates for the new facility are
calculated at either the London Interbank Offering Rate (“LIBOR”) plus an applicable margin, 'or the greater of the prime rate or ore-
half of one percent plus the Federal Funds rate. The new facility replaced the former $250 million credit facility consisting of a
$125 million threeyear facility and a $125 million 364-day facility. The Company belic}eves the $150 million designated for

working capital purposes is adequate to meet anticipated liquidity needs ($55 million was ov;cilcble at December 31, 2004).

The Company has a common stock dividend policy which states that common stock dividends will be paid at a prudent level that is
within the normal dividend payout range for its respective businesses, and that the dividend v“«i” be established at a level considered
sustainable in order fo minimize business risk and maintain a strong capital structure throughout all economic cycles. The quarterly
common stock dividend was 20.5 cents per share throughout 2004, The dividend of 20.5 c;ems‘per share has been paid quarterly
since September 1994. ‘

Security Ratings

Securities ratings issued by nationally recognized ratings agencies provide a methed for cietermining the credit worthiness of an
issuer. Company debt ratings are important because longterm debt constitutes a significant portion of total capitalization. These
debt ratings are a factor considered by lenders when defermining the cost of debt for the Ciompcmy (i.e., the better the rating, the
lower the cost to borrow funds). ‘

1o

\
Since January 1997, Moody's Investors Service, Inc. ("Moody’s”] has rated Company unsecured longterm debt af Baa2. Mocdy's
debt ratings range from Aaa {best quality) to C {lowest quality). Moody's applies a Baa2 rating to obligations which are considered
medium grade obligations (i.e., they are neither highly profected nor poorly secured). |

The Company’s unsecured longterm debt rating from Fitch, Inc. [“Fitch”) is BBB. Fitch debt F‘Oﬁngs range from AAA (highest credit
quality) to D {defaulted debt obligation). The Fitch rating of BBB indicates a credit quality thatiis considered prudent for investment.

\
The Company's unsecured long-term debt rating from Standard and Poor's Ratings Services ('S&P”) is BBB-. S&P debt ratings range
from AAA (highest rating possible) to D (obligation is in defaull). The S&P rating of BBB- indicates the debt is regarded as having an
adequate capacity to pay interest and repay principal. |

|
i
i
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A securifies rafing is not a recommendation fo buy, sell, or hold a security and is subject to change or withdrawal at any time by the
rating agency.

Inflation

Results of operations are impacted by inflation. Natural gas, labor, and construction costs are the categories most significantly
impacted by inflation. Changes to cost of gas are generolly recovered through PGA mechanisms and do not significantly impact net
earnings. Lobor is a component of the cost of service, and construction costs are the primary component of rate base. In order fo
recover increased costs, and earn a fair return on rate base, general rate cases are filed by Southwest, when deemed necessary,
for review and approval by regulatory authorities. Regulatory lag, that is, the time between the date increased costs are incurred
and the time such increases are recovered through the rafemaking process, can impact earnings. See Rates and Regulatory
Proceedings for a discussion of recent rate case proceedings.

Insurance Coverage

The Company maintains liability insurance for various risks associated with the operation of its natural gas pipelines and facilities.
In connection with these liability insurance policies, the Company has been responsible for an initial deductible or selfinsured
refention amount per incident, after which the insurance carriers would be responsible for amounts up fo the policy limits. For the
policy year August 2004 to July 2005, the selfinsured refention amount associated with general liability claims increased from
$1 million per incident to $1 million per incident plus payment of the first $10 miilion in aggregate claims above $1 million in the
policy year. Management cannot predict the likelihood that any future claim will exceed $1 million. Therefore, the impact, if any,

this policy change will have on the future results of operations or financial condition of the Company is not determinable.
Results of Construction Services

Year Ended December 31,

(Thousands of dollars) 2004 2003 2002
Construction revenues $215,008 $196,651  $205,009
Cost of construction 196,792 184,290 191,561
Gross profit 18,216 12,361 13,448
General and administrative expenses 5,742 5,543 5,542
Operating income 12,474 6,818 7,906
Other income {expense) 2,131 1,290 1221
Interest expense 645 855 1,466
Income before income taxes 13,960 7,253 7,661
Income tax expense 5,539 2,962 2,924
Contribution to consolidated net income $ 8,42V § 4291 $ 4737

2004 vs. 2003

The 2004 contribution to consolidated net income from construction services increased $4.1 million from the prior yecr. The
increase was primarily due fo overall revenue growth, coupled with an improvement in the number of profitable bid jobs, and o
favorable equipment resale market in the current year. The improvement between years also reflects the impact of an unfavorable
setlement of a $1.3 million insurance claim in 2003,
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Revenues and gross profit for 2004 reflect an increased workload under existing contracts and an increase in the quantity and

\
profitability of bid work. Favorable working conditions in several operating areas faci|iToT?d additional construction activity. The
construction revenues above include NPL contracts with Southwest totaling $61.6 million in 2004, $58.9 million in 2003, and

$70.4 million in 2002. NPL accounts for the services provided to Southwest at contractual (mfc:rket) prices.

The convergence of favorable factors that resulted in the increase in contribution from con%trucfion services is not expected to be
repeated in the near future. The amount of work received under existing blanket contracts, the amount and profitability of bid work,

and the equipment resale market vary from year to year.

\
\
\
2003 vs. 2002 i
|

The 2003 contribution tc consolidated net income from construction services decreased $446,000 from the prior year. The
decrease was primarily due to a decline in construction revenues and an insurance seﬂle“mem, partially offset by lower interest

expense. |

I
Revenues decreased $8.4 million due to a reduced workload in some operating areas, the completion of certain projects, and the
non-renewal of two longterm contracts. Cost of construction includes a onetime $1.3 million charge for an unfaverable insurance

ebt to take advantage of lower inferest

settlement. Interest expense declined $611,000 as o result of the refinancing of longterm d‘

rates. ’
\
I
I
|

Recently Issued Accounting Pronouncements

|
In November 2004, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial Accounting Standards

["SFAS") No. 151, “Inventory Costs.” SFAS No. 151 is an amendment of Accoun’rinb Research Bulletin (“ARB”) No. 43,
“Restatement and Revision of Accounting Research Bulletins.” SFAS No. 151 addresses fh:e accounting for abnormal amounts of
idle facility expense, freight handling costs and spoiloge and will no longer allow companies to capitalize such inventory costs on
their balance sheets when the production defect rate varies significantly from the expected 1rore. The provisions of SFAS No. 151
are effective for inventory costs incurred during fiscal years beginning after June 15, 2005. The adoption of the standard is not

expected to have a material impact on the financial position or results of operations of the Company.
\
In December 2004, the FASB issued SFAS No. 153, “Exchanges of Nonmonetary Assets!” SFAS No. 153 is an amendment of

Accounting Principles Board Opinion (“APB”) No. 29, “Accounting for Nonmonetary Trons;actions." SFAS No. 153 addresses the
accounting for exchanges of similar productive assefs and efiminates the exception to the fair-value principle for such exchanges,
which previcusly had been accounted for based on the book value of the asset surrendered with no gain recognition. Under SFAS
No. 153, using certain criteria, the gain would be recognized currently and not deferred.} The provisions of SFAS No. 153 are
effective for nonmonetary asset exchanges occurring in fiscal periods beginning after June 15, 2005. Management has not yet
quantified the potential effects of the new standard on the financial position or results of oper;otions of the Company.

In December 2004, the FASB issued SFAS No. 123 (revised 2004), “Share-Based Pcymer%'r." SFAS No. 123 [revised 2004) is a
revision of SFAS 123, “Accounting for Stock Based Compensation” and supersedes APB No. 25, “Accounting for Stock Issued to
Employees.” SFAS No. 123 (revised 2004) establishes standards for the accounting for transactions in which an entity exchanges
its equity instruments for goods or services. It also addresses transactions in which an en'riry}incurs liabilities in exchange for goods
or services that are based on the foir volue of the entity’s equity instruments or that may be settled by the issuance of those equity
instruments. This statement eliminates the alternative to use APB No. 25 and the infrinsic volu:e method of accounting. SFAS No 123
{revised 2004) requires entities to recognize the cost of employee services received in exd‘wonge for awards of equity instruments
based on the grantdate fair value of those awards (with limited exceptions). The provisions of SFAS No. 123 (revised 2004) are

effective for Southwest as of the beginning of the first interim reporting period beginning c%ﬁer June 15, 2005. At December 31,
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2004, the Company had two sfock-based compensation plans. These plans are currently accounted for in cccordance with APB
Opinion No. 25 “Accounting for Stock Issued to Employees.” In connection with the stock-based compensation plans, the Company
recognized compensafion expense of $3 million in 2004, $4.1 million in 2003, and $3 million in 2002. Compensation expense
will increase due to the adoption of SFAS No. 123 (revised 2004] since no compensation expense is currently recorded for the
Company’s Stock Incentive Plan. For more information regarding the effect the original SFAS 123 would have had on historical
results of operations, see Note 1 — Summary of Significant Accounting Policies, Stock-Based Compensation. The Company expects a
similar impact to its results of operations upon the adoption of SFAS 123 (revised 2004).

Application of Critical Accounting Policies

A critical accounting policy is one which is very important to the portrayal of the financial condition and results of a company, and
requires the most difficult, subjective, or complex judgments of management. The need to make estimates about the effect of items
that are uncertain is what makes these judgments difficult, subjective, and/or complex. Management makes subjective judgments
about the accounting and regulatory treatment of many items and bases its estimates on historical experience and on various other
assumptions that it believes to be reasonable under the circumstances, the results of which form the basis for making judgments.
These estimates may change as new events occur, as more experience is acquired, as additional information is obtained and as the
Company’s operating environment changes. The following are examples of accounting policies that are critical to the financial
statements of the Company. For more information regarding the significant accounting policies of the Company, see Note 1 -
Summary of Significant Accounting Policies.

® Natural gas operations are subject to the regulation of the Arizona Corporation Commission, the Public Utilities Commission of
Nevada, the California Public Utilities Commission, and the Federal Energy Regulatory Commission. The accounting policies of
the Company conform to generally accepted accounting principles applicable to rate-regulated enterprises (including SFAS
No. 71 “Accounting for the Effects of Certain Types of Regulation”} and reflect the effects of the ratemaking process. As such,
the Company is allowed to defer as regulatory assets, costs that otherwise would be expensed if it is probable that future
recovery from customers will occur. The Company reviews these assets to assess their ultimate recoverability within the opproved
regulatory guidelines. If rate recovery is no longer probable, due to competition or the actions of regulators, the Company is
required to write off the related regulatory asset (which would be recognized as currentperiod expense}. Refer to Note 4 —
Regulatory Assets and Liabilities for a list of regulatory assets.

® Revenues related to the sale and /or delivery of natural gas are generally recorded when natural gas is delivered to customers.
However, the defermination of natural gas sales to individual customers is based on the reading of their meters, which is
performed on a systematic basis throughout the month. At the end of each month, revenues for natural gas that has been
delivered but not yet billed are accrued. This unbilled revenue is estimated each month based on daily sales volumes, applicable
rates, analyses reflecting significant historical trends, weather, and experience. In periods of extreme weather conditions, the
inferplay of these assumptions could impact the variability of the unbilled revenue estimates.

e The income tox calculations of the Company require estimates due to regulatory differences between the multiple states in which
the Company operates, and future tox rate changes. The Company uses the asset and liability method of accounting for income
taxes. Under the asset and liability method, deferred tax assets and liabilifies are recognized for the future tax consequences
attributable to differences between the financial statement carrying amounts of existing assets and liabilities and their respective
tax bases. Delerred tax assets and liabilities are measured using enacted tax rates expected to apply to toxable income in the
years in which those temporary differences are expected to be recovered or setled. The Company regularly assesses financial
statement tax provisions and adjusts the tax provisions when necessary as additional information is obtained. A change in the
regulatory freatment or significant changes in taxrelated estimates, assumptions, or enacted tax rates could have a material
impact on the financial position and results of operations of the Company.
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|
e In accordance with approved regulatory practices, the depreciation expense for Southwest includes a component to recover
removal costs associated with utility plant retirements. In accordance with the SEC's posi;ﬁon on presentation of these amounts,
management has reclassified $84 million and $68 million as of December 31, 2004 ,and 2003, respectively, of estimated

removal costs from accumulated depreciation to accumulated removal costs (in the |iabi|iti?s section of the balance sheet).

Under utility accounting, all plant is assumed to be fully depreciated upon refirement. However, retirements often occur earlier
than the average service life of the plant group. Accumulated depreciation has an historic;ci mix of credits {depreciation amounts
designed to recover plant investment and net removal costs) and debits (charges for refirements and actual costs of removal). The
actual amount of net removal costs recorded as credits has never been tracked by the Company. The estimate of the calculated
cost of removal embedded in accumulated depreciation employed various cssumpfion}s including average service lives and

historical depreciation rates. Variations in the assumptions utilized would result in a range of accumulated removal costs that

|

e Southwest has a noncontributory qualified retirement plan with defined benefits covering substantially all employees. In addition,
Southwest has a separate unfunded supplemental retirement plan which is limited to offijcers. The Company’s pension costs for
these plans are affected by the amount of cash contributions fo the plans, the return on plan assets, discount rates, and by

would vary significantly from the amount estimated above.

employee demographics, including age, compensation, and length of service. Changes made to the provisions of the plans may
also impact current and future pension costs. Actuarial formulas are used in the determinc:ﬂion of pension costs and are affected
by actual plan experierce and assumptions of future experience. Key actuarial assumptions include the expected return on plan
assets, the discount rate used in determining the projected benefit obligation and pension costs, and the assumed rate of
increase in employee compensation. Relatively small changes in these cssumptions} (perticularly the discount rate) may

significantly affect pension costs and plan cbligations for the qualified retirement plan. |

Due fo a decline in market interest rates for high-quality fixed income investments, the C}ompony lowered the discount rate to
6.00% at December 31, 2004, from 6.5% at December 31, 2003. This change will res“uh in @ $5 million increase in pension
expense for 2005. The reduction in the discount rate resulted in the accumulated benefitj obligations of the retirement plan and
the supplemental refirement plan exceeding the related plan assets ot the measurement date of December 31, 2004. In
accordance with generally accepted accounting standards, the Company’s balance s;hee‘r includes an additional minimum
pension liability of $17.4 million, with a corresponding accumulated other comprehensive loss, net of tax, recognized in
stockholders’ equity. Should inferest rates rise in 2005, the accumulated other comprehensive loss could be reduced or
eliminated and pension cost be reduced. Conversely, declining interest rates would putiupword pressure on pension expense

and cause the other comprehensive loss fo increase. |
|
See Note 9 - Employee Benefits for plan assumptions and further discussion. |
|

Management believes that regulation and the effects of regulatory accounting have the most significant impact on the financial
statements. When Southwest files rate cases, capital assefs, costs, and gas purchasing |practices are subject to review, and
disallowances can occur. Regulatory disallowances in the past have not been frequent but h?ve on occasion been significant to the

operating results of the Company.

|
Certifications !
\

The SEC requires the Company to file certifications of its Chief Executive Officer (”CEO”)‘ and Chief Financial Officer ("CFO”)
regarding reporting accuracy, disclosure controls and procedures, and internal control over financial reporting as exhibits fo the
Company’s periodic filings. The CEO and CFO certifications for the period ended Decembér 31, 2004 were included as exhibits
to the 2004 Annual Report on Form 10K which was filed with the SEC. The Company is% also required to file an annual CEO

certification regarding corporate governance listing standards compliance with the New Yor‘k Stock Exchange {"NYSE”). The CEQ
certification, dated June 1, 2004, was filed with the NYSE in June 2004. |
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Forward-Looking Statements

This annual report contains statements which constitute “forwardooking statements” within the meaning of the Securities Litigation
Reform Act of 1995 {"Reform Act”). All statements other than statements of historical fact included or incorporated by reference in
this annual report are forwarddooking statements, including, without limitation, statements regarding the Company’s plans,

Iy

objectives, goals, projections, strategies, future events or performance, and underlying assumptions. The words “may,” “will,”

" ou uon "on "o a

“should,” “could,” “expect,” “plan,” “anticipate,” “believe,” "estimate,” “predict,” “continue,” and similar words and expressions
are generally used and intended to identify forward-ooking statements. All forward-looking statements are intended to be subject to

the safe harbor protection provided by the Reform Act.

A number of important factors affecting the business and financial results of the Company could cause actual results to differ
materially from those stated in the forwardooking statements. These factors include, but are not limited to, the impact of weather
variations on customer usage, customer growth rates, changes in natural gas prices, our ability to recover costs through our PGA
mechanism, the effects of regulation/deregulation, the timing and amount of rate relief, changes in rate design, changes in gas
procurement practices, changes in capital requirements and funding, the impact of conditions in the capital markets on financing
costs, changes in construction expenditures and financing, changes in operations and maintenance expenses, future liability claims,
changes in pipeline capacity for the fransportation of gas and related costs, acquisitions and management’s plans related thereto,
competition and our ability to raise capital in external financings or through our DRSPP. In addition, the Company can provide no
assurance that its discussions regarding certain trends relating to its financing, operations and maintenance expenses will continue
in future periods. For addifional information on the risks associated with the Company’s business, see liem 1. Business — Company
Risk Factors in the Company’s Annual Report on Form 10K for the year ended December 31, 2004.

All forward-ocking statements in this annual report are made as of the date hereof, based on information available to the Company
as of the date hereof, and the Company assumes no obligation to update or revise any of its forward-looking statements even if
experience or future changes show that the indicated results or events will not be realized. We caution you not to unduly rely on any
forward-looking statement(s).

Common Stock Price and Dividend Information

2004 2003 Dividends Paid

High Low High Low 2004 2003

First quarter $24.05 $2239 32364 $19.30 $0.205 $0.205
Second quarter 24.20 2150 2245 1974 0.205 0.205
Third quarter 2446 2270 2349  20.14 0205 0.205
Fourth quarter 2615 2345 23.48 2204 0205 0.205

$0.820  $0.820

The principal market on which the common stock of the Company is traded is the New York Stock Exchange. At March 1, 2005,
there were 24,174 holders of record of common stock and the market price of the common stock was $25.29.
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Southwest Gas Corporation
Consolidated Balance Sheets

December 31,

(Thousands of dollars, except par value) 2004 2003
Assets
Utility plant:

Gas plant $3,287,591  $3,035,969

Less: accumulated depreciation (985,919) 896,309

\

|

\

\

|

\

i
Acquisition adjustments, net | 2,353 2,533
Construction work in progress ; 31,967 33,543
Net utility plant (Note 2} [ 2,335,992 2,175,736

\
Other property and investments | 99,879 87,443

Current assets: (‘
Cash and cash equivalents } 13,641 17,183
Accounts receivable, net of allowances (Note 3) ; 176,090 126,783
Accrued utility revenue | 68,200 66,700
Deferred income taxes (Note 10} ! — 4,914
Deferred purchased gas costs (Note 4) ; 82,076 9,151
Prepaids and other current assets (Note 4] | 91,986 54,356
Total current assefs | 431993 281,087
Deferred charges and other assets (Note 4) ; 70,252 63,840

Total assets

$2,938,116  $2,608,106
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Southwest Gas Corporation
Consolidated Balance Sheets — (continued)

December 31,
{Thousands of dollors, except par value) 2004 2003
Capitalization and Liabilities
Capitalization:
Common stock, $1 par (authorized - 45,000,000 shares; issued and outstanding —

36,794,343 and 34,232,098 shares) $ 38,424 $ 35862
Additional paid-in capital 566,646 510,523
Accumulated other comprehensive income (loss), net (Note 9) (10,892} -
Retained earnings 111,498 84,084

Total equity 705,676 630,467
Subordinated debentures due to Southwest Gas Capital Il {Note 5) 100,000 100,000
Longterm debt, less current maturities (Note 6) 1,162,936 1,121,164

Tota! capitalization 1,968,612 1,851,631

Commitments and contingencies (Note 8)
Current liabilities:
Current maturities of longterm debt (Note 6) 29,821 6,435
Shortterm debt (Note 7] 100,000 52,000
Accounts payable 165,872 110,114
Customer deposits 50,194 44,290
Accrued general taxes 38,189 32,466
Accrued interest 22,425 19,665
Deferred income taxes {Note 10) 26,676 —
Other current liabilities 49,854 45,442
Total current liabilities 483,031 310,412
Deferred income taxes and other credits:
Deferred income toxes and investment tax credits [Note 10) 281,743 277,332
Taxes payable 3,965 6,661
Accumulated removal costs (Note 4) 84,000 68,000
Other deferred credits (Note 4) 116,765 94,070
Total deferred income taxes and other credits 486,473 446,063

Total capitalization and liabilities

The accompanying notes are an integral part of these statements.
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Southwest Gas Corporation |
Consolidated Statements of Income |

Year Ended December 31, \‘
{In thousands, except per share amounts) | 2004 2003 2002
\

Operating revenues: i
Gas operating revenues $1,262,052 $1,034,353  $1,115,900
Construction revenues 2:15,008 196,651 205,009

Total operating revenues 1,477,060 1,231,004 1,320,909

Operating expenses: 1
Net cost of gas sold 64\‘15,766 482,503 563,379
Operations and maintenance 290,800 266,862 264,188
Depreciation and amertization 146,018 136,439 130,210
Taxes other than income taxes 2%7,669 35,910 34,565
Construction expenses 187,040 174,185 182,068

\

Total operating expenses 1,307,293 1,095,899 1,174,410
Operating income 16:9,767 135,105 146,499
Other income and (expenses): }

Net inferest deductions 78.782) (77,106} (79,971
Net interest deductions on subordinated debentures (Note 5) (7,724) (2,680} -

Preferred securities distributions (Note 5) 1 - (4,180} (5,475}
Other income (deductions) 13,751 4,245 4,329

Total other income and (expenses) (8}2,755] (79,721} (81,117
Income before income faxes 87,012 55,384 65,382
Income tax expense (Note 10) 30,237 16,882 21,417
Net income $ 56775 $ 38502 $ 43,965
Basic earnings per share (Note 12) $ 11.61 % .14 $ 1.33
Diluted earnings per share (Note 12) $ \ 1.0 $ 113 § 1.32
Average number of common shares outstanding 3#,204 33,760 32,953
Average shares outstanding (assuming dilution) 35,488 34,041 33,233

The accompanying notes are an integral part of these statements.
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Southwest Gas Corporation
Consolidated Statements of Cash Flows

Year Ended December 31,

{Thousands of dollars) 2004 2003 2002
Cash Flow from Operating Activities:
Net income $ 56,775 $ 38,502 $ 43,965
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation and amortization 146,018 136,439 130,210
Deferred income taxes 38,001 44,144 (15,684)
Changes in current assets and liabilities:
Accounts receivable, net of allowances (49,307} 4,416 24,687
Accrued utility revenue {1,500} {1,627) (1,300}
Deferred purchased gas costs {72,925) (35,981} 110,219
Accounts payable 55,758 21,586 (20,858}
Accrued taxes 3,027 {386} 33,997
Other current assets and liabilities (25,406) 1,692 4,763
Other 1,050 (1,009)  {11,525)
Net cash provided by operating activities 151,491 207,776 298,474
Cash Flow from Investing Activities:
Construction expenditures and property additions (302,688) (240,671) (282,851}
Other [Nofe 14 6,106  (18215) 23,985
Net cash used in investing activities (296,582)  (258,884) (258,866}
Cash Flow from Financing Activities:
Issuance of common stock, net 58,687 21,290 18,174
Dividends paid (28.836)  (27,685)  (27,009)
Issuance of subordinated debentures, net — 96,312 -
Issuance of longterm debt, net 147,135 159,997 206,161
Refirement of long-term debt, net (83,437) {140,013}  {210,028)
Refirement of preferred securities - (60,000) -
Change in shortterm debt 48,000 (1,000} (40,000}
Net cash provided by (used in) financing activities 141,549 48,901 (52,702
Change in cash and cash equivalents (3,542) (2,209) (13,094)
Cash at beginning of peried 17,183 19,392 32,486
Cash at end of pericd $ 13641 $ 17,183 $ 19,392
Supplemental information:
Inferest paid, net of amounts capitalized $ 80,433 §$ 78,561 $ 76,867
Income taxes paid {received), net $ (12,640) $ (26,733) $ 1,797

The accompanying notes are an integral part of these statements.
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Southwest Gas Corporation
Consolidated Statements of Stockholders’ Equny

\
Accumulated

Additional ‘ Other
Common Stock Paid-in Com;j)rehensive Retained
(In thousands, except per share amounts) Shares  Amount Capital Income (Loss) Earnings Total
December 31, 2001 32,493 $34,123 $470,410 $ —  $ 56,667 $561,200
Common stock issuances 796 796 17,378 ; 18,174
Net income i 43,965 43,945
Dividends declared 1
Common: $0.82 per share | (27172)  (27.172)
December 31, 2002 33,289 34919 487,788 ; — 73,460 596,167
Common stock issuances 243 943 20,347 i 21,290
Net income | 38,502 38,502
Other 2,386 1 2,386
Dividends declared i
Common: $0.82 per share [ (27,878) (27,878)
December 31, 2003 34,232 35,862 510,521 ; — 84,084 630,467
Common stock issuances 2,562 2,562 56,125 1 58,687
Net income i 56,775 56,775
Additional minimum pension liability |
adjustment, net of $6.5 million of tax i
(Note 9} | (10,892) (10,892)
Comprehensive income 1 45,883
Dividends declared |
Common: $0.82 per share ! (29,361) (29,361)
December 31, 2004 36,794* $38,424 $566,646 $(10,892] $111,498 $705,676
l
* At December 31, 2004, 1.1 million common shares were registered and available for issuance under provisions of the

Employee Investment Plan and the Dividend Reinvestment and Stock Purchase Plan. In adaition, 2.3 million common shares are
registered for issuance upon the exercise of options granted or to be granted under fhe?Srock Incentive Plon (see Note 9). At
December 31, 2004, $25.9 million in aggregate share value of the $60 million Equity Shelf Program remain available for
issuance. During 2004, approximately 1.4 million shares were issued in atthe-market offe:rings through the Equity Shelf Program
with gross proceeds of $34.1 million, agent commissions of $341,000, and net proceeds of $33.8 million. During the fourth
quarter of 2004, approximately 558,000 shares were issued in atthe-market offerings t‘hrough the Equity Shelf Program with

gross proceeds of $14 million, agent commissions of $140,000, and net proceeds of $13.9 million.
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Notes to Consolidated Financial Statements

Note 1 = Summary of Significant Accounting Policies

Nature of Operations. Southwest Gas Corporation (the “Company”} is comprised of two segments: natural gos operations
(“Southwest” or the “natural gas operations” segment) and construction services. Southwest purchases, transports, and distributes
natural gas fo customers in portions of Arizona, Nevada, and California. The public utility rates, practices, focilities, and service
terrifories of Southwest are subject to regulatory oversight. The timing and amount of rate relief can materially impact results of
operations. Natural gas sales are seasonal, peaking during the winter months. Variability in weather from normal femperatures can
materially impact results of operations. Natural gas purchases and the timing of related recoveries can materially impact liquidity.
Northern Pipeline Construction Co. (“NPL” or the “construction services” segment], a wholly owned subsidiary, is a fullservice
underground piping contractor that provides utility companies with trenching and installation, replacement, and maintenance
services for energy distribution systems.

Basis of Presentation. The Company follows generally accepted accounting principles {“GAAP”} in accounting for all of its
businesses. Accounting for the natural gas utility operations conforms with GAAP as applied to regulated companies and as
prescribed by federal agencies and the commissions of the various states in which the utility operates. The preparation of financial
statements in conformity with GAAP requires management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosure of contingent assets and liabiliies at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates.

Consolidation. The accompanying financial statements are presented on a consolidated basis and include the accounts of
Southwest Gas Corporation and all subsidiaries, except for Southwest Gas Capital Il (see Note 5). All significant infercompany
balonces and transactions have been eliminated with the exception of transactions between Southwest and NPL in accordance with
Statement of Financial Accounting Standards (“SFAS”) No. 71, “Accounting for the Effects of Certain Types of Regulation.”

Net Utility Plant. Net utility plant includes gas plant at original cost, less the accumulated provision for depreciation and
amortization, plus the unamortized balance of acquisition adjustments. Original cost includes contracted services, material, payroll
and related costs such as taxes and benefits, general and administrative expenses, and an allowance for funds used during
construction less contributions in aid of construction.

Deferred Purchased Gas Costs. The various regulatory commissions have established procedures to enable Southwest to adjust its
billing rates for changes in the cost of gas purchased. The difference befween the current cost of gas purchased and the cost of gas

recovered in billed rotes is deferred. Generally, these deferred amounts are recovered or refunded within one year.

Income Taxes. The Company uses the asset and liability method of accounting fer income taxes. Under the asset and liability
method, deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences between the
financial statement carrying amounts of existing assets and liabilifies and their respective tax bases. Deferred tax assets and
liabilities are measured using enacted tox rafes expected to apply fo taxcble income in the years in which those temporary
differences are expected to be recovered or seffled. The effect on deferred tax assets and liabilities of a change in tax rotes is
recognized in the period that includes the enactment date.

For regulatory and financial reporting purposes, investment tox credits {“ITC") related to gas utility operations are deferred and
amortized over the life of related fixed assets.
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Gas Operating Revenues. Revenues are recorded when customers are billed. Customer billi;wgs are based on monthly meter reads
and are calculated in accordance with applicable tariffs. Southwest also recognizes accrued utility revenues for the estimated
amount of services rendered between the meter-reading dates in a particular month and the end of such month.

|

Construction Revenues. The maijority of the NPL contracts are performed under unit price comtracts. Generally, these contracts state
prices per unit of installation. Typical installations are accomplished in two weeks or less. Revenues are recorded as installations are
completed. Long-erm fixed-price contracts use the percentage-ofcompletion method of accounting and, therefore, take into account
the cost, estimated earnings, and revenue to date on contracts not yet completed. The amount of revenue recognized is based on
costs expended to date relative to anticipated final contract costs. Revisions in estimates of costs and earnings during the course of
the work are reflected in the accounting period in which the facts requiring revision become known. If a loss on a contract becomes
known or is anticipated, the enfire amount of the estimated ultimate loss is recognized at that fime in the financial statements.

Asset Retirement Obligations. In accordance with approved regulatory practices, the depreci}otion expense for Southwest includes a
component fo recover removal costs associated with ufility plant retirements. In accordance with the Securities and Exchange
Commission’s ["SEC") position on presentation of these amounts, management has reclassified $84 million and $68 million, as of
December 31, 2004 and 2003, respectively, of estimated removal costs from accumulated depreciation to accumulated removal

costs (in the liabilities section of the balance sheet). |

Under utility accounting, all plant is assumed to be fully depreciated upon retirement. However, retirements often occur earlier than

the average service life of the plant group. Accumulated depreciation has an historical jmix of credits (depreciation amounts
designed to recover plant investment and net removal costs) and debits (charges for retirements and actual costs of removal). The
actual amount of net removal costs recorded as credits has never been tracked by the Compc}my‘ The estimate of the calculated cost
of removal embedded in accumulated depreciation employed various assumptions including average service lives and historical
depreciation rates. Variations in the assumptions utilized would result in a ronge of accumulated removal costs that would vary

significantly from the amount estimated above. 1

Depreciation and Amortization. Utility plant depreciation is computed on the straightline remaining life method at composite rates

considered sufficient to amortize costs over estimated service lives, including components lwhich compensate for salvage value,
|

removal costs, and retirements, as approved by the appropriate regulatory agency. When p‘lcnt is refired from service, the original
cost of plant, including cost of removal, less salvage, is charged to the accumulated provision for depreciation. Acquisition

adjustments are amortized, as ordered by regulators, over periods which approximate the rémaining estimated life of the acquired

properties. Costs related to refunding utility debt and debt issuance expenses are deferred and amortized over the weighted-

average lives of the new issues. Other regulatory assets, when appropriate, are cnmor’ri‘zed over fime periods authorized by
regulators. Nonutility and construction services-related property and equipment are depreciated on a straightline method based on

the estimated useful lives of the related assets. |

Allowance for Funds Used During Construction ("AFUDC”). AFUDC represents the cost o:f both debt and equity funds used to
finance utility construction. AFUDC is capitalized as part of the cost of ufility plant. The Company capitalized $808,000 in 2004,

$2:6 million in 2003, and $3.1 million in 2002 of AFUDC related to natural gas utility ope;roﬁons. The debt portion of AFUDC is

reported in the consolidated statements of income as an offset to net interest deductions andjthe equity portion is reported as other
income. The debt porfion of AFUDC was $691,000, $1.5 million and $1.9 million for 2004, 2003 and 2002, respectively. Utility
plant construction costs, including AFUDC, are recovered in authorized rates through depr‘fecioﬁon when completed projects are

placed into operation, and general rate relief is requested and granted. ‘

Earnings Per Share. Basic earnings per share {"EPS”) are calculated by dividing net income by the weighted-average number of

shares outstanding during the period. Diluted EPS includes the effect of additional weighte:adoverclge common stock equivalents

(stock options and performance shares). Unless otherwise noted, the term “Earnings Per Share” refers to Basic EPS. A reconciliation
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of the shares used in the Basic and Diluted EPS calculations is shown in the following table. Net income was the same for Basic and
Diluted EPS calculations.

(In thousands} 2004 2003 2002
Average basic shares 35,204 33,760 32,953
Effect of dilutive securities:
Stock options 111 73 94
Performance shares 173 208 186
Average diluted shares 35,488 34,041 33,233

Cash and Cash Equivalents. For purposes of reporting consolidated cash flows, cash and cash equivalents include cash on hand
and financial instruments with a maturity of three months or less, but exclude funds held in trust from the issuance of industrial
development revenue bonds (“IDRBs").

Reclassifications. Certain reclassifications have been made to the prior year's financial information to present it on o basis
comparable with the current year's presentation.

Recently Issued Accounting Pronouncements. In November 2004, the Financial Accounting Standards Board (“FASB”} issued SFAS
No. 151, “Inventory Costs.” SFAS No. 151 is an amendment of Accounting Research Bulletin (*ARB”) No. 43, “Restatement and
Revision of Accounting Research Bulletins.” SFAS No. 151 addresses the accounting for abnormal amounts of idle facility expense,
freight handling costs and spoilage and will no longer allow companies to capitclize such inventory costs on their balance sheets
when the production defect rate varies significantly from the expected rate. The provisions of SFAS No. 151 are effective for
inventory costs incurred during fiscal years beginning after June 15, 2005. The adoption of the standard is not expected to have a
material impact on the financial position or results of operations of the Company.

In December 2004, the FASB issued SFAS No. 153, “Exchanges of Nonmonetary Assets.” SFAS No. 153 is an amendment of
Accounting Principles Board Opinion (“APB”) No. 29, “Accounting for Nonmonetary Transactions.” SFAS No. 153 addresses the
accounting for exchanges of similar productive assets and eliminates the exception to the fairvalue principle for such exchanges,
which previously had been accounted for based on the book value of the asset surrendered with no gain recognition. Under SFAS
No. 153, using certain criteria, the gain would be recognized currently and not deferred. The provisions of SFAS No. 153 are
effective for nonmonetary asset exchanges occurring in fiscal periods beginning after June 15, 2005. Management has not yet
quantified the potential effects of the new standard on the financial position or results of operations of the Company.

In December 2004, the FASB issued SFAS No. 123 (revised 2004), “Share-Based Payment.” SFAS No. 123 (revised 2004) is a
revision of SFAS 123, “Accounting for Stock Based Compensation” and supersedes APB No. 25, “Accounting for Stock lssued to
Employees.” SFAS No. 123 (revised 2004) establishes standards for the accounting for transactions in which an entity exchanges
its equity instruments for goods or services. It also addresses transactions in which an entity incurs liabilities in exchange for goods
or services that are based on the fair value of the entity’s equity instruments or that may be settled by the issuance of those equity
instruments. This statement eliminates the alternative to use APB No. 25 and the intrinsic value method of accounting. SFAS No 123
{revised 2004} requires entities fo recognize the cost of employee services received in exchange for awards of equity instruments
based on the grantdate fair value of those awards {with limited exceptions). The provisions of SFAS No. 123 {revised 2004) are
effective for Southwest as of the beginning of the first interim reporting period beginning after June 15, 2005. At December 31,
2004, the Company had two stock-based compensation plans. These plans are currently accounted for in accordance with APB
Opinion No. 25 “Accounting for Stock Issued to Employees.” In connection with the stock-based compensation plans, the Company
recognized compensation expense of $3 million in 2004, $4.1 million in 2003, and $3 million in 2002. In 2005, compensation
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expense will increase due to the adoption of SFAS No. 123 (revised 2004} since no comp;ensofion expense is currently recorded

for the Company’s Stock Incentive Plan. The table below illustrates the effect SFAS 123 would have had on historical net income
and earnings per share. The Company expects a similar impact to its results of operations upon the adoption of SFAS 123 {revised
2004).

Stock-Based Compensation. At December 31, 2004, the Company had two stock-based cor}npenscﬂon plans, which are described

more fully in Note 9 - Employee Benefits. These plans are currently accounted for in accordance with APB No. 25. The following
table illustrates the effect on net income and earnings per share if the Company had applied the fair value recognition provision of

SFAS No. 123 to its stock-based employee compensation (thousands of dollars, except per share amounts):

2004 2003 2002

Net income, as reported $56,775 $38,502 $43,965
Add: Stock-based employee compensation expense included in reported net income, net of
related tax benefits 1,825 2,438 1,783

Deduct: Total stock-based employee compensation expense determined under fair value

(1958)  (2920)  (2,024)
Pro forma net income $56,642 $38,020 $43,724

based method for all awards, net of related tax benefits

I
!
J
|
!
|
|
I
|
|
I

Earnings per share:

Basic — as reported $ 161 $ 114 $ 133

\

|
Basic — pro forma ; 1.61 1.13 1.33
Diluted - as reported 1 1.60 1.13 1.32
Diluted - pro forma | 1.60 1.12 1.32

\

Note 2 - Utility Plant |

Net ufility plant as of December 31, 2004 and 2003 was as follows (thousands of dollars): ;

\
December 31, | 2004 2003

Gas plant: !
Storage ‘ $ 17,189 § 4,158
Transmission ! 233,841 215,907
Distribution ‘ 2,706,089 2,496,708
General i 206,837 197,693
Other | 123,635 121,503
3,287,591 3,035,969
Less: accumulated depreciation (985,219} [896,309)
Acquisition adjustments, net 2,353 2,533
Construction work in progress 31,967 33,543
Net utility plant | $2,335992 $2,175,736
Depreciafion and amortization expense on gas plant was $128 million in 2004, $118 million in 2003, and $113 million in

2002.
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leases and Rentals. Southwest leases a portion of its corporate headquarters office complex in Las Vegas, and its administrative
offices in Phoenix. The leases provide for current terms which expire in 2017 and 2009, respectively, with optional renewal terms
available at the expiration dates. The rental payments for the corporate headquarters office complex are $2 million in each of the
years 2005 through 2009 and $16.3 million cumulatively thereafter. The renta! payments for the Phoenix administrative offices are
$1.5 million for each of the years 2005 through 2008, and $1 million in 2009 when the lease expires. In addition fo the above,
the Company leases certain office and construction equipment. The majority of these leases are shortterm. These leases are
accounted for as operating leases, and for the gas segment are treated as such for regulatory purposes. Rentals included in
operating expenses for all operating leases were $20.3 million in 2004, $20 million in 2003, and $26.5 million in 2002. These
amounts include NPL lease expenses of approximately $9.8 million in 2004, $9.6 million in 2003, and $12.3 million in 2002 for
various shortterm leases of equipment and temporary office sites.

The Company previously leased a LNG facility and approximately 61 miles of transmission main on its northern Nevada system. In
December 2004, Poiute, a wholly owned interstate pipeline subsidiary of the Company, purchased the LNG facilities and
associafed fransmission main.

The following is a schedule of future minimum lease payments for noncanceliable operating leases {with initial or remaining terms in
excess of one year) as of December 31, 2004 (thousands of dollars):

Year Ending December 371,

2005 $ 5573
2006 4,977
2007 | 4257
2008 4,011
2009 3,330
Thereafter 17,450
Total minimum lease payments $39,638
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Note 3 - Receivables and Related Allowances

Business activity with respect to gas utility operations is conducted with customers located v:vithin the three-state region of Arizona,
Nevada, and California. At December 31, 2004, the gas utility customer accounts receivable balonce waos $148 million.
Approximately 55 percent of the gas utility customers were in Arizona, 36 percent in Nevado, and 9 percent in California.
Although the Company seeks to minimize its credit risk related to ufility operations by; requiring security deposits from new
customers, imposing late fees, and actively pursuing collection on overdue accounts, somé accounts are ultimately not collected.
Provisions for uncollectible accounts are recorded monthly, as needed, and are included i:n the ratemaking process as a cost of

service. Activity in the allowance for uncollectibles is summarized as follows (thousands of doliars):

Allowance for
Uncollectibles

Note 4 - Regulatory Assets and Liabilities

|
|

Balance, December 31, 2001 1 $1,871
Additions charged to expense \ 3,824
Accounts written off, less recoveries : (3,870)

Balance, December 31, 2002 | 1,825
Additions charged to expense ; 2,523
Accounts written off, less recoveries : (2,102)

\

Bolance, December 31, 2003 | 2,246
Additions charged to expense ‘ 2,586
Accounts written off, less recoveries 1 (2,860}

Balance, December 31, 2004 L $1,972

|
|
|

Natural gas operations are subject to the regulation of the Arizona Corporation Con:'lmission (*ACC"), the Public Utilities
Commission of Nevada [‘PUCN"), the California Public Utiliies Commission (“CPUC"), and the Federal Energy Regulatory
Commission ("FERC"). Company accounting policies conform to generally accepted accounting principles applicable to rate-
regulated enterprises, principally SFAS No. 71, and reflect the effects of the ratemaking Tprocess. SFAS No. 71 allows for the
deferral as regulatory assets, costs that otherwise would be expensed if it is probable future recovery from customers will occur. If
rate recovery is no longer probable, due fo competition or the actions of regulators, Southwest is required to write off the related

regulatory asset.
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The following table represents existing regulatory assets and liabilities (thousands of dollars):

December 31, 2004 2003
Regulatory assets:
Deferred purchased gas costs $ 82076 $ 9,151
Accrued purchased gas costs * 35,600 8,800
SFAS No. 109 - income taxes, net 3,074 3,700
Unamortized premium on reacquired debt 19,229 18,560
Other 28,655 28,095

168,634 68,306
Regulatory liabilities:

Accumulated removal costs (84,000)  {68,000)
Other (730) (425)
Net regulatory assets {liabilities) A $ 83904 S (119)

* Included in Prepaids and other current assets on the Consolidated Balance Sheet.

Other regulatory assets include deferred costs associated with rate cases, regulatory studies, margin-racking accounts, and state
mandated public purpose programs (including low income and conservation programs), as well as amounts associated with
accrued absence time and accrued postretirement benefits other than pensions.

Note 5 - Preferred Securities and Subordinated Debentures

In October 1995, Southwest Gas Capital | ({the “Trust”), o consolidated wholly owned subsidiary of the Company, issued
$60 million of 9.125% Trust Originated Preferred Securifies (the “Preferred Securities”). In connection with the Trust issuance of the
Preferred Securities and the related purchase by the Company of all of the trust common securities, the Company issued 1o the Trust
$61.8 million principal amount of its 9.125% Subordinated Deferrable Interest Notes, due 2025.

In June 2003, the Company created Southwest Gas Capital Il {“Trust 11"), a wholly owned subsidiary, as o financing trust for the
sole purpose of issuing preferred trust securities for the benefit of the Company. In August 2003, Trust Il publicly issued $100 million
of 7.70% Preferred Trust Securities (“Preferred Trust Securities”). In connection with the Trust Il issuance of the Preferred Trust
Securities and the related purchase by the Company for $3.1 million of all of the Trust I common securities {“Common Securities"),
the Company issued $103.1 million principal amount of its 7.70% Junior Subordinated Debentures, due 2043 {"Subordinated
Debentures”) to Trust Il. The sole assefs of Trust Il are and will be the Subordinated Debentures. The interest and other payment dates
on the Subordinated Debentures correspond to the distribution and other payment dates on the Preferred Trust Securities and
Common Securities. Under certain circumstances, the Subordinated Debentures may be distributed to the holders of the Preferred
Trust Securities and holders of the Commen Securities in liquidation of Trust Il. The Suberdinated Debentures are redeemable ot the
option of the Company after August 2008 at a redemption price of $25 per Subordinated Debenture plus accrued and unpaid
interest. In the event that the Subordinated Debentures are repaid, the Preferred Trust Securities and the Common Securities will be
redeemed on a pro rata basis at $25 {por value) per Preferred Trust Security and Common Security plus accumulated and unpaid
distributions. Company obligations under the Subordinated Debentures, the Trust Agreement (the agreement under which Trust Il
was formed), the guarantee of payment of certain distributions, redemption payments and liquidation payments with respect to the
Preferred Trust Securities to the extent Trust Il has funds available therefore and the indenture governing the Subordinated
Debentures, including the Company agreement pursuant to such indenture to pay all fees and expenses of Trust I, other than with

Southwest Gas Corporation 53



|
|
!
J

respect fo the Preferred Trust Securities and Common Securities, taken together, constitute a full and unconditional guarantee on a
subordinated basis by the Company of payments due on the Preferred Trust Securities. As of December 31, 2004, 4.1 million
Preferred Trust Securities were outstanding.

The Company has the right fo defer payments of interest on the Subordinated Debentures bx‘/ extending the inferest payment period
at any time for up to 20 consecutive quarters (each, an “Extension Period”). If interest payments are so deferred, distributions to
Preferred Trust Securities holders will also be deferred. During such Extension Pericd, distributions will continue to accrue with
interest thereon (to the extent permitted by applicable low) at an annual rate of 7.70% per annum compounded quarterly. There
could be multiple Extension Periods of varying lengths throughout the term of the Subordinated Debentures. If the Company
exercises the right fo extend an interest payment period, the Company shall not during su:ch Extension Period (i) declare or pay
dividends on, or make a distribution with respect to, or redeem, purchase or acquire or make a liquidation payment with respect to,
any of its capital stock, or (i) make any payment of interest, principal, or premium, if any, on or repay, repurchase, or redeem any
debt securities issued by the Company that rank equal with or junior to the Subordinatec}i Debentures; provided, however, that
restriction {ij above does not apply to any stock dividends paid by the Company where the dividend stock is the same as that on
which the dividend is being paid. The Company has no present intention of exercising its ngh‘r to extend the interest payment period
on the Subordinated Debentures. i

A portion of the net proceeds from the issuance of the Preferred Trust Securities was used to %omplefe the redemption of the 9.125%
Trust Originated Preferred Securities effective September 2003 at o redemption price of $25 per Preferred Security, totaling

$60 million plus accrued interest of $1.3 million. |

|

In January 2003, the FASB issued Interpretation No. 46 “Consolidation of Variable Intejresf Entities — an Interprefation of ARB
No. 51”7 [“FIN 44") effective July 2003. This Interpretation of Accounting Research Bul‘leﬁn No. 51 “Consolidated Financia!
Statements,” addresses consolidation by business enterprises of variable interest entities. FIN 46 explains how fo identify variable
interest entities and how an enterprise assesses its interests in a variable inferest entity to decide whether to consolidate that entity.

\
Trust 1l, the issuer of the preferred trust securities, meets the definition of a variable interest entity.

|
Although the Company owns 100 percent of the common veting securities of Trust Il, under FIN 46, the Company is not considered

the primary beneficiary of this trust and therefore Trust Il is not consolidated. The odopﬁon of FIN 46 results in the Company
reflecting a liability to Trust Il {which under the prior accounting treatment would have been ehmmo?ed in consolidation] instead of to
the holders of the preferred frust securities. As a result, payments and amortizations cssocuc’red with the licbility are classified on the
consolidated statements of income as Net interest deductions on subordinated debentures. The preferred securities distributions
category contains carrying costs of the original Preferred Securities. The $103.1 million Sub“ordinofed Debentures are shown on the
balance sheet of the Company net of the $3.1 million Common Securities as Subordindted debentures due to Southwest Gas

Capital II.
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Note 6 - Long-Term Debt

2004 2003
December 31, Carrying Market Carrying Market
(Thousands of dollars) Amount Value Amount Value
Debentures:
7 2% Series, due 2006 $ 75000 $ 79,523 $ 75000 §$ 83,149
Notes, 8.375%, due 2011 200,000 239,800 200,000 241,155
Notes, 7.625%, due 2012 200,000 234,500 200,000 232,198
8% Series, due 2026 75,000 92,858 75,000 88,240
Medium-term notes, 7.75% series, due 2005 25,000 25,840 25,000 27,198
Medium-term notes, 6.89% series, due 2007 17,500 18,848 17,500 19,443
Medium-term notes, 6.27% series, due 2008 25,000 26,830 25,000 27,219
Medium-term notes, 7.59% series, due 2017 25,000 30,050 25,000 29217
Medium+erm notes, 7.78% series, due 2022 25,000 30,663 25,000 29,076
Medium-term notes, 7.92% series, due 2027 25,000 30,790 25,000 29,220
Medium-erm notes, 6.76% series, due 2027 7,500 8,175 7,500 7,725
Unamortized discount (5,330) - (5,957) -
694,670 694,043
Revolving credit facility and commercial paper 100,000 100,000 100,000 100,000
Industrial development revenue bonds:
Variablerate bonds:
Tax-exempt Series A, due 2028 50,000 50,000 50,000 50,000
2003 Series A, due 2038 50,000 50,000 50,000 50,000
2003 Series B, due 2038 50,000 50,000 50,000 50,000
Fixed-rate bonds: ,
6.50% 1993 Series A, due 2033 - - 75,000 76,500
6.10% 1999 Series A, due 2038 12,410 14,023 12,410 12,596
5.95% 1999 Series C, due 2038 14,320 15,895 14,320 15,811
5.55% 1999 Series D, due 2038 8,270 8,725 8,270 9,014
5.45% 2003 Series C, due 2038 30,000 31,350 30,000 32,826
5.25% / 3.35% 2003 Series D, due 2038 20,000 20,776 20,000 20,000
5.80% 2003 Series E, due 2038 15,000 15,975 15,000 16,809
5.25% 2004 Series A, due 2034 65,000 66,625 - —
5.00% 2004 Series B, due 2033 75,000 76,125 - -
Unamortized discount {2,918 - (1,986) -
387,082 323,014
Other 11,005 - 10,542 -
1,192,757 1,127,599
Less: current maturities (29,821) (6,435)
Llongterm debt, less current maturities $1,162,936 $1,121,164
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In May 2004, the Company obtained a new $250 million three-year credit facility of whi“ch $150 million is for working capital
purposes {and related outstanding amounts are designated as shortterm debt]. Interest rates for the new facility are calculated at
either the London Interbank Offering Rate {“LIBOR”) plus an applicable margin, or the greater of the prime rate or one-half of one
percent plus the Federal Funds rate. The new facility replaced the former $250 million crecliit facility consisting of a $125 million
three-year facility and a $125 million 364<day facility. At December 31, 2004, $195 million in short and longterm debt was

outstanding under the facility.

|
In October 2002, the Company entered into a $50 million commercial paper program. Any issuance under the commercial paper

program is supported by the Company’s current revolving credit facility and, therefore, does :not represent new borrowing capacity.

Interest rates for the program are calculated at the then current commercial paper rate. At December 31, 2004, $50 million was
|
\

In July 2004, the Company issued $65 million in Clark County, Nevada IDRBs Series 2004A, due 2034. The net proceeds from
the 5.25% tax-exempt bonds were used to finance construction expenditures in southern Nevada.

outstanding on the commercial paper program.

In September 2004, the Company remarketed the $20 million 3.35% 2003 Series D IDRB;s, due 2038, at a rate of 5.25%. The
original 3.35% inferest rate was an 18-month rate which was required to be remarketed by September 2004. The 5.25% rote is
effective until the 2038 maturity date. 1
In October 2004, the Company issued $75 million in Clark County, Nevada 5% Series 20048 Industrial Development Refunding
Revenue Bonds ("IDRRBs”), due 2033. The Series 2004B IDRRBs were issued at a discount; of 0.625%. The proceeds of the new
IDRRBs were used to refinance $75 million in 6.5% 1993 Series A IDRBs, due 2033. The rédemption of the 1993 Series A IDRBs

occurred in December 2004 and included an early redemption premium of 1% ($750,000).1

The Company’s Revolving Credit Facilities contain financial covenants including a moximurr% leverage ratio of 70 percent (debt to
capitalization as defined) and a minimum net worth calculation of $475 million plus 25% of the net proceeds of any equity
issuance from and after December 31, 2003. In October 2003, a $55.3 million letter of credit, which supports the City of Big Bear
$50 million taxexempt Series A IDRBs, due 2028, was renewed for o three-year period expiring in October 2006. This letter of
credit has @ maximum leverage ratio of 70 percent (debt to capitalization as defined) and @ minimum net worth calculation of
$450 million {adjusted for sales of equity securities after July 1, 2003). If the Company were not in compliance with these
covenants, an event of default would occur, which if not cured could cause the amounts ou'rfstonding to become due and payable.

This would also trigger cross-default provisions in substantially all other outstanding indebtednless of the Company. At December 31,
\
\

At December 31, 2004, the effective interest rate including all fees on the 2003 Series A and 2003 Series B IDRBs was
3.44 percent. The 2003 Series A and Series B IDRBs are supported by two lefters of credit fotaling $101.7 million, which expire in

March 2006. These IDRBs are set at weekly rates and the letters of credit support the payment of principal or a portion of the

purchase price corresponding to the principal of the IDRBs [while in the weekly rate mod%)‘ The interest rate on the tax-exempt

variable-rate IDRBs averaged 2.96 percent in 2004 and 2.73 percent in 2003. The rates for the variable-rate IDRBs are established
on a weekly basis. The Company has the option o convert from the current weekly rates to daily rates, term rates, or variableterm

rates. ‘

2004, the Company was in compliance with the applicable covenants.

The fair value of the revolving credit facility approximates carrying value. Market values fo:r the debentures and fixed-rate IDRBs
were determined based on dealer quotes using trading records for December 31, 2004 land 2003, as applicable, and cther
secondary sources which are customarily consulted for data of this kind. The carrying vclue;s of varioble-rate IDRBs were used as

estimates of fair value based upon the variable interest rates of the bonds. ‘
\
|
|
I
\
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Estimated maturities of long-term debt for the next five years are $29.8 million, $78.2 million, $119.6 million, $25.9 millicn, and
$0, respectively.

The $7.5 million medium-+erm notes, 6.76% series, due 2027 contains a put feature at the discretion of the bondheolder on one date
only in 2007 If the bondholder does not exercise the put on that date, the notes will reach maturity in 2027. If the bondholder
exercises the put, the maturities of long-term debt for 2007 will total $127.1 million.

Note 7 - Short-Term Debt

As discussed in Note 6, Southwest has a $250 million three-year credit facility, renewed effective May 2004, of which $150
million is for working capital purposes {and related outstanding amounts will be designated as shortterm debt). Shortterm
borrowings on the credit facility were $95 million and $52 million ot December 31, 2004 and 2003, respectively. The weighted-
average interest rates on these borrowings were 3.37 percent at December 31, 2004 and 2.04 percent ot December 31, 2003.

In December 2004, Paiute purchased the LNG facilities the Company had previously leased. Paiute borrowed $5 million in short-
term debt towards the purchase price. The $5 million in shortterm debt was repaid in January 2005. At December 31, 2004, the
Company had $100 million in shortterm borrowings, including the $5 million associated with the LING purchase.

Note 8 - Commitments and Confingencies

Avista Agreement. In July 2004, the Company announced an agreement with Avista Corporation {“Avista”) to purchase Avista’s
natural gas distribution properties in South Lake Tahoe, California. Avista serves approximately 18,000 customers in this region.
The cash purchase price for the properties is $15 million, subject to closing adjustments. The agreement is also subject to customary
closing conditions and regulatory review, including approval by the CPUC. The closing is expected in the second quarter of 2005.
Once approvals have been received, the properties will be integrated into the northern Nevada operations of Southwest, which
include configuous gas properties in the Lake Tahoe Basin. It is anticipated that Southwest will assume the rates in effect at the fime
of closing the purchase.

Llegal and Regulaiory Proceedings. The Company is a defendant in miscellaneous legal proceedings. The Company is also a party
to various regulatory proceedings. The ultimate dispositions of these proceedings are not presently determinable; however, it is the
opinion of management that no litigation or regulatory proceeding fo which the Company is subject will have a material adverse
impact on its financial position or results of operations.

Note 9 - Employee Benefits

Southwest has a nonconiributory qualified retirement plan with defined benefits covering substantially all employees and a separate
unfunded supplemental retirement plan which is limited to officers. Southwest also provides postretirement benefits other than
pensions ("PBOP”] to its qualified retirees for health care, dental, and life insurance benefits.

In December 2003, the Medicare Prescription Drug, Improvement and Modernization Act of 2003 (“Medicare Act”) was signed
into law. The Medicare Act includes a prescription drug benefit under Medicare as well os o federal subsidy to sponscrs of refiree
heolth care benefit plans which have a benefit at least actuarially equivalent to that included in the Medicare Act. The Company
makes fixed contributions for heclth care benefits of employees who retire after 1988, but pays up to 100 percent of covered health
care costs for employees who retired prior to 1989. A prescription drug benefit is provided for the approximately 100 pre-1989
refirees. The Company elected to defer recognizing the effects of the Medicare Act until authoritative guidance on the accounting
for the federal subsidy wos issued. Final regulations and authoritative accounting guidance were issued and an actuary determined
the Company’s prescription drug benefit is not actuarially equivalent to that included in the Medicare Act. Therefore, neither plan
assets nor Company operating results were affected.
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Investment objectives and strategies for the qualified refirement plan are developed and approved by the Pension Plan Investment

Committee of the Board of Directors of the Company. They are designed to preserve capntcl maintain minimum liquidity required
for retirement plan operations and effectively manage pension assets. ‘

A target portfolio of investments in the qualified refirement plan is developed by the Pens}ion Plan Investment Committee and is
reevaluated periodically. Rate of return assumptions are determined by evaluating performance expectations of the target portfolio.
Projected benefit obligations are estimated using actuarial assumptions and Company benefit policy. A target mix of assets is then
determined based on acceptable risk versus estimated returns in order to fund the benefit obligation. The current percentage ranges

of the target portfolic are: |
|

Type of Investment Percentage Range

\

\
Equity securities | 581070
Debt securities ; 3210 38
Cther { upto 5

The Company’s pension costs for these plans are affected by the amount of cash contributions to the plans, the refurn on plan
assets, discount rates, and by employee demographics, including age, compensation, and Iéngth of service. Changes made to the
provisions of the plans may also impact current and future pension cosfs. Actuarial formigios are used in the defermination of
pension costs and are affected by actual plan experience and assumptions of future experierj\ce. Key actuarial assumptions include
the expected return on plan assets, the discount rate used in determining the projected beneﬁ’r; obligation and pension costs, and the
assumed rate of increase in employee compensation. Relatively small changes in these assumptions {particularly the discount rate)

may significantly affect pension costs and plan obligations for the qualified refirement plan. }

SFAS No. 87 Employer’s Accounting for Pensions states that the assumed discount rate should reflect the rate at which the pension
benefits could be effectively settled. In making this estimate, in addition to rates implicit in c::urren'r prices of annuity contracts that
could be used fo settle the liabilities, employers may lock to rates of return on high-quality fixed-income investments currently
availoble and expected to be available during the peried to maturity of the pension beneflrs In determining the discount rate, the
Company considers highly-rated corporate bonds and considers other measures of mteresf rates for high quality fixed income
investments which match the duration of the liabilities. A rate is chosen based on an evaluation of these measures, rounded to the
\

nearest 25 basis points. ‘

Due fo a decline in market interest rates for high-quality fixed income investments, the Compalny lowered the discount rate to 4.00%
at December 31, 2004 from 6.5% at December 31, 2003. This change will result in| an increase in pension expense of
approximately $5 million for 2005. The reduction in the discount rate resulted in the cccumu\o'red benefit obligations of the
retirement plan and the supplemental retirement plan exceeding the related plan assets at the‘a measurement date of December 31,

2004. In accordance with generally accepted accounting standards, the Company’s balance| sheet includes an additional minimum
pension liability of $17.4 million, with a corresponding accumulated other comprehensive loss, net of tax, recognized in

stockholders’ equity. }
\
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The following tables set forth the retirement plan and PBOP funded status and amounts recognized on the Consolidated Balance

Sheets and Statements of Income.

Qualified
Retirement Plan PBOP
(Thousands of dollars) 2004 2003 2004 2003
Change in benefit obligations
Benefit obligation for service rendered to date at beginning of year (PBO/

APBO) $369,094 $319,404 $34,367 $31,307
Service cost 13,790 12,267 722 675
Interest cost 23,659 21,243 2,180 2,095
Actuarial loss (gain) 31,773 25,580 369 1,850
Benefits paid (102000  (9.400]  (1,650] (1,560
Benefit obligation at end of year (PBO/APBO) $428,116 $369,094 $35988 $34,367
Change in plan assets
Market value of plan assets ot beginning of year $293,436 $242,159 $15854 $12,912
Actual return on plan assets 22,425 49,464 1,653 1,477
Employer contributions 13,003 11,213 1,243 1,465
Benefits paid (10,200 (9,400} — —
Market value of plan assets at end of year $318,664 $293,436 $18,750 $15,854
Funded sfotus $(109,452) $ (75,658) $(17,238) $[18,513)
Unrecognized net actuarial loss (gain) 94,074 56,649 5,685 6,741
Unrecognized transition obligation {2004/2012) — — 6,935 7,802
Unrecognized prior service cost {45) % - ~
Prepaid (accrued) benefit cost $ (15,423) $(19,000) $ {4,618 $ (3,970)
Accrued benefit liability $ (22,269) $ (19,000 $ (4,618) $ (3,970)
Additional minimum pension liability adjustment 6,846 - — ~

$ (15,423) $ (19,0000 $ (4,618) § (3,970)

Weighted-average assumptions (benefit obligation)
Discount rate 6.00% 6.50% 6.00% 6.50%
Rate of compensation increase 4.00% 4.25% 4.00% 4.25%
Asset Allocation
Equity securities 64% 64% 75% 35%
Debt securities 31% 30% 17% 16%
Other 5% 6% 8% 49%

Total 100%  100%  100%  100%

The measurement date used to determine pension and other postrefirement benefit measurements was December 31, 2004.

Estimated funding for the plans above during 2005 is approximately $16.5 million. The accumulated benefit obligation for the
retirement plan was $341 million and $289 million at December 31, 2004 and 2003, respectively. Pension benefits expected to
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be paid for each of the next five years are the following: 2005 $12.4 million, 2006 $13.1 million, 2007 $13.8 million, 2008
$14.8 million, 2009 $15.8 million. Pension benefits expected to be paid during 2010 to 2:014 total $101 million. Retiree welfare
benefits expected to be paid for each of the next five years are the following: 2005 $1.5 million, 2006 $1.6 million, 2007
$1.6 million, 2008 $1.7 million, 2009 $1.7 million. Refiree welfare benefits expected k}) be paid during 2010 to 2014 total
$9.3 million. ‘

For PROP measurement purposes, the per capite cost of covered health care benefits is oss&)med fo increase five percent annually.
The Company makes fixed contributions for health care benefits of employees who retire after 1988, but pays up to 100 percent of
covered health care costs for employees who retired prior to 1989. The assumed annual rcfe; of increase noted above applies to the
benefit obligations of pre-1989 retirees only.

!
\
Components of net periodic benefit cost: !

Qualified Retirement Plan PBOP
(Thousands of dollars) 2004 2003 2002 2004 2003 2002
Service cost $13,790 $12267 $11585 $ 722 § 675 § 595
Interest cost 23,659 21,243 20,5‘\‘68 2,180 2,095 1,992
Expected return on plan assets (28,067) (27,217) (27,178) (1,426} (1,205} (1,184}
Amortization of prior service costs 54 57 57 - - —
Amortization of unrecognized transition obligation - 795 8;37 847 867 867
Amortization of net (gain) loss - — (207) 213 257 -
Net periodic benefit cost $ 943¢ $ 7145 § 5,6262 $2556 $268% $27270
Weighted-average assumptions (net benefit cost) ;
Discount rate 6.50% 6.75% 725%  6.50%  675%  7.25%
Expected return on plan assets 8.75% 8.95% 9.25%  875%  895%  9.25%
Rate of compensation increase 4.25% 4.25% A.;75°/a 4.25% 4.25% 4.75%

|
In addition to the retirement plan, Southwest has a separate unfunded supplemental retirement plan which is limited to officers. The

plan is noncontributory with defined benefits. Plan costs were $2.7 million in 2004, $2.7 million in 2003, and $3 million in 2002.
|
|

\
The Employees’ Investment Plan provides for purchases of various mutual fund investments and Company common stock by eligible

The accumulated benefit obligation of the plan was $29.5 million at December 31, 2004.

Southwest employees through deductions of a percentage of base compensation, subject fo IRS limitations. Southwest matches one-

half of amounts deferred. The maximum matching confribution is three percent of an employc}ae’s annual compensation. The cost of
the plan was $3.5 million in 2004, $3.3 million in 2003, and $3.1 million in 2002. NPL has a separate plan, the cost and liability

for which are not significant. \
i

Southwest has o deferred compensation plan for all officers and members of the Board of Directors. The plan provides the
opportunity to defer up to 100 percent of annual cash compensation. Southwest matches on“eholf of amounts deferred by officers.
The maximum matching contribution is three percent of an officer’s annual salary. Payments of compensation deferred, plus interest,
are made in equal monthly instaliments over 10, 15, or 20 years, as elected by the participant. Directors have an additional option
fo receive such payments over a five-year period. Deferred compensation earns interest at @ rate determined each January. The

interest rate equals 150 percent of Moody's Seasoned Corporate Bond Rate Index.
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At December 31, 2004, the Company had two stock-based compensation plans. These plans are accounted for in accordance with
APB Opinion No. 25 “Accounting for Stock lssued to Employees.” In connection with the stock-based compensation plans, the
Compeny recognized compensation expense of $3 million in 2004, $4.1 million in 2003, and $3 million in 2002. In 2005, the
Company will adopt SFAS 123 (revised 2004) and will recognize compensation expense for all stock-based compensation plans
based on the fair value provisions of the revised standard. (See Note T for additional details.)

Under one plan, the Company may grant options to purchase shares of common stock to key employees and outside directors.
Each option has an exercise price equal fo the market price of Company common stock on the date of grant and a maximum term
of ten years. The options vest 40 percent at the end of year one and 30 percent at the end of years two and three. The grant date
fair value of the options was estimated using the extended binomial option pricing medel. The following assumptions were used in
the valuation calculation:

2004 2003 2002
Dividend yield 3.50% 3.94% 3.64%
Risk-free interest rate range 1.66103.23% 1.06t0 2.17% 1.7010 2.63%
Expected volatility range 13 to 20% 16 to 25% 2310 31%
Expected life lto3years lto3vyears 1to3years

The following fables summarize Company stock option plan activity and related information {thousands of options):

2004. 2003 2002
Weighted- Weighted- Weighted-
Number of Average  Number of Average  Number of Average
Options  Exercise Price Options  Exercise Price Options  Exercise Price
Qutstanding at the beginning of the
year 1,502 $21.83 1,260 $21.66 1,123 $20.79
Granted during the year 403 23.36 348 21.05 320 21.97
Exercised during the year (254) 20.21 (106) 17.18 {183) 16.95
Forfeited during the year (5) 21.83 — — - -
Expired during the year - - - - - -
Outstanding at year end 1,646 $22.46 1,502 $21.83 1,260 $21.66
Exercisoble at year end 1,010 $22.36 868 $21.96 677 $21.46

|
|
|
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The weighted-average grantdate fair value of options granted was $1.65 for 2004, $1 9Q for 2003, and $2.69 for 2002. The

following table summarizes information about stock options outstanding at December 31, 2004 (thousands of options):
\

Options Outsk::mding Options Exercisable
Weighted :

Average Weighted- Weighted-

Number Remaining A\;/eroge Number Average

Range of Exercise Price . Outstanding ~ Contractual Life Exercise Price Exercisable  Exercise Price
\

$15.00t0 $19.13 171 4.3 Years $‘17.7] 171 $17.71

$20.49 10 $24.50 1,357 7.8 Years $22.49 721 $22.39

$28.7510 $28.94 ' 118 4.5 Years $;28.9] 118 $28.91
In addition to the option plan, the Company may issue restricted stock in the form of p?erformonce shares o encourage key
employees to remain in its employment to achieve shortHerm and longterm performance goals. Plan participants are eligible to
receive a cash bonus (i.e., short-term incentive) and performance shares {i.e., longterm incenfjive). The performance shares vest affer
three years from issuance and are subject fo a final adjustment as determined by the Board of Directors. The following tcble
summarizes the activity of this plan (thousands of shares):

Year Ended December 31, 2004 2003 2002

Nonvested performance shares at beginning of year 381 345 314
156 147 122

(221)  (111) (1)
316 381 345

Performance shares granted
Performance shares forfeited

Shares vested and issued *

Nonvested performance shares at end of year

.Averoge grant date fair value of award $22.70 $22.21  $22.35

* Includes shares converted for taxes and retiree payouts
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Note 10 - Income Taxes

Income tax expense (benefit] consists of the following {thousands of dollars):

Year Ended December 37, 2004 2003 2002
Current: .
Federal $ (225 § 24 $ 5,546
State (1,186)  (4,421) 3,462
(1,411) (4,397} 9,008
Deferred:
Federal 28,607 17,274 14,819
State 3,041 4005  (2,410)
31,648 21,279 12,409
Total income tax expense : $30,237 $16,882 $21,417

Deferred income tax expense (benefit) consists of the following significant components (thousands of dollars):

Year Ended December 31, 2004 2003 2002
Deferred federal and state:
Property-related items $(3,165) $22,608 § 44,491
Purchased gas cost adjustments 34,923 1,030 (29,087)
Employee benefits 240 (1,767) (5,113)
All other deferred 518 276 2,986
Total deferred federaf ond state 32,516 22,147 13,277
Deferred ITC, net (868 (868] (868)
Total deferred income tax expense $31,648 $21,279 $12,409

The consolidated effective income tax rate for the period ended December 31, 2004 and the two prior periods differs from the
federal statutory income tax rate. The sources of these differences and the effect of each are summarized as follows:

Year Ended December 31, 2004 2003 2002

Federal statutory income tax rate 350% 350% 35.0%
Net state taxes 2.8 2.4 1.0
Property-related items 0.8 1.3 -
Effect of closed tax years and resolved issues {1.8) (3.6) -
Tax credits ' 1o (1.4  (1.3)
Corporate owned life insurance [0.7) (2.3) -
All other differences (0.3) {0.7) (1.9}

Consolidated effective income tax rate 348% 30.5% 32.8%
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Deferred tax assets and liabilities consist of the following {thousands of dollars):

December 31, ! 2004 2003

Deferred tax assets: |
Deferred income taxes for future amortization of ITC 1 $ 7500 $ 8,037
Employee benefits | 33,710 27,416
Alternative minimum tax ! 24,028 36,681
Net operating losses & credits ; 59,977 24,200
Other 5,607 6,076

\
Valuation allowance i — _
|

130,822 102,410

Deferred tax liabilities:

Property-related items, including accelerated depreciation 365,242 331,770
40,301 5,379
10,574 11,737
12,065 12,933

6,942 5777

4,117 5,232
439,241 372,828
$308,419  $270,418

Regulatory balancing accounts

Property-related items previously flowed through
Unamortized ITC

Debtrelated costs

Other

Net deferred tax liabilities

i
|
i
|
|
\
|
i
|
|
\
!
\
Current | $ 26,676 $ (6,914
|
|
|
|
1

Noncurrent 281,743 277,332
Net deferred tax liabilities $308,419  $270,418
At December 31, 2004, the Company has a federal net operating loss carryforward of $157 million which expires in 2022 to

2024 and a federal general business credit carryforward of $1.4 million which expires in 2011 to 2022. The Company also has
an Arizona net operating loss carryforward of $63.6 million which expires in 2005 f“o 2009 and an Arizona tax credit
carryforward of $253,000 which expires in 2005 to 2007. The Company also has a California net operating loss carryforward of

$2.7 million which expires in 2013 to 2014, \
\
1
|
|

Company operating segments are determined based on the nature of their activities. Th:e natural gas operations segment is
engaged in the business of purchasing, transporting, and distributing natural gos. Revenues are generated from the sale and

Note 11 - Segment Information

transportation of notural gas. The construction services segment is engaged in the busines;s of providing utility companies with

frenching and installation, replacement, and maintenance services for energy distribution systems.

!
The accounting policies of the reported segments are the same as those described within Note 1 - Summary of Significant

Accounting Policies. NPL accounts for the services provided to Southwest at contractual (marke!) prices. At December 31, 2004 and
2003, consolidated accounts receivable included $8.3 million and $5.8 million, respecrive]y, which were not eliminated during
consolidation. |

|
\
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The financial information pertaining to the natural gas operations and construction services segments for each of the three years in
the period ended December 31, 2004 is as follows (thousands of dollars):

Gas  Construction

2004 Operations Services  Adjustments Total
Revenues from unaffiliated customers $1,262,052 $153,392 $1,415,444
Intersegment sales — 61,616 61,616

Total $1,262,052 $215,008 $1,477,060
Interest expense $ 85,861 $ 645 $ 86,506
Depreciation and amortization $ 130,515 $ 15,503 $ 146,018
Income tax expense $ 24,698 $ 5,539 $ 30,237
Segment income $ 48,354 $ 8,421 $ 56,775
Segment assets $2,843,199 $ 99,120 $(4,203) $2,938,116
Capital expenditures $ 274748  § 27,940 $ 302,488

Gas  Construction

2003 Operations Services  Adjustments Total
Revenues from unaffiliated customers $1,034,353 $137,717 $1,172,070
Intersegment sales - 58,934 58,934

Total $1,034,353 $196,651 $1,231,004
Interest expense $ 78,931 $ 855 $ 79786
Depreciation and amortization $ 120,791 $ 15,648 $ 136,439
Income tax expense $ 13,920 $ 2,962 $ 16,882
Segment income $ 34,211 $ 4,291 $ 38,502
Segment assets $2,528,332 $ 79,774 $2,608,106
Capital expenditures $ 228,288 $ 12,383 $ 240,671
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|
Gas Cons‘trucﬁon

2002 Operations Services  Adjustments Total
Revenues from unaffiliated customers $1,115,900 $1 1‘34,625 $1.250,525
Intersegment sales - 70,384 70,384

Total $1,115,900 $265,009 $1,320,909
Interest expense $ 78,505 $ 1,466 $ 7997
Depreciation and amortization $ 115175 $ 15,035 $ 130,210
Income tax expense $ 18,493 $ 12,924 $ 21,417
Segment income $ 39,228 $ i4,737 $ 43,965
Segment assefs $2,345,407  $ 87,521 $2,432,928
Copital expendifures $ 263,576 $ 19,275 $ 282,851

Construction services segment assets include deferred tax assets of $4.2 million in 2004, which were netted against gas operations
segment deferred tax liabilities during consolidation.
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Note 12 - Quarterly Financial Data (Unaudited)

Quarter Ended
{Thousands of doliars, except per share amounts) March 31 June 30 September 30 December 31
2004
Operating revenues $473,400 $278,697 $264,467 $460,496
Operating income (loss) "85,802 5,954 (9,017) 87,028
Net income {loss) 41,044 (8,362} {16,353) 40,446
Basic earnings (loss) per common share * 1.19 (0.24} {0.46} 1.12
Diluted earnings {loss) per common share * 1.18 (0.24) (0.46) 1.11
2003
Operating revenues $403,285 $255,852 $220,162 $351,705
Operating income (loss) 62,314 11,789 {8,285) 69,287
Net income {loss) 25,539 (4,104) (17,407) 34,474
Basic earnings (loss) per common share * 0.76 (0.12) {0.51) 1.01
Diluted earnings (loss) per common share * 0.76 {0.12) {0.51) 1.00
2002
Operating revenues $499,501  $261,123 $223,863 $336,422
Operating income (loss) 80,317 7,044 (3,337) 62,475
Net income {loss) 42,896 (20,610) (16,13¢) 37,815
Basic earnings {loss) per common share * 1.32 (0.63) (0.49) 1.14
Diluted earnings (loss) per common share * 1.30 (0.63) {0.49) 1.13

* The sum of quarterly earnings {loss) per average common share may not equal the annual earnings {loss) per share due to the
ongoing change in the weighted average number of common shares outstanding.

The demand for natural gas is seasonal, and it is the opinion of management that comparisons of earnings for the interim periods
do not reliably reflect overall trends and changes in the operations of the Company. Also, the timing of general rate relief can have
a significant impact on earnings for interim periods. See Mancgement's Discussion and Analysis for additional discussion of
operating results.

Note 13 — Merger-related Litigation Settlements

Litigation related to the now terminated acquisition of the Company by ONEOK, Inc. {*“ONEOK") and the rejection of competing
offers from Southern Union Company (“Southern Union”) was resolved during 2002. In August 2002, the Company reached final
setlements with both Southern Union and ONECK related to this litigation. The Company paid Southern Union $17.5 million to
resolve all remaining Southern Union claims against the Company and its officers. ONEOK paid the Company $3 million fo resolve
all claims between the Company and ONEOK. The net affertox impact of the seflements was a $9 million charge and was
reflected in the second quarter 2002 financial statements. The Company and one of its insurance providers were in dispute over
whether the insurance coverage applied to the Southern Union setflement and reloted liigation defense costs. Because of the
dispute, the Company did not recognize any benefit for potential insurance recoveries related to the Southern Union settlement in
the second quarter of 2002,

In December 2002, the Company negotiated a $16.25 million settlement with the insurance provider related to the coverage
dispute. Income from the settlement was recognized in the fourth quarter of 2002 and amounted to $9 million after-tax.
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Note 14 - Acquisifion of Black Mountain Gas Company i

In October 2003, the Company acquired all of the outstanding stock of Black Mountain Galeompony.

!
The assets acquired and the liabilities assumed at the acquisition date were as follows (thousands of dollars):

Gas plant $23,974
Less: accumulated depreciation | (5,992
Net utility plant ; 17,982
Other property and investments | 1,500
Accounts receivable, net of allowances ‘ 504
Prepaids and other current assets ; 163
Deferred charges and other assets {includes goodwill of $5,445) ( 5,610
Total assets acquired ; 25,759
Accounts payable i 219
Customer deposits ; 55
Deferred purchased gas costs \ 112
Accrued general taxes ‘J 144
Other deferred credits | 1,229
Total liabilities assumed ; 1,759
Cash acquisition price ; $24,000

\

|
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Management’s Report on Internal Control
Over Financial Reporting

Company management is responsible for establishing and maintaining adequate internal control over financial reporting, as such
term is defined by Rule 13c-15(f) and 15d-15(f} under the Securities Exchange Act of 1934, Under the supervision and with the
participation of Company management, including the principal executive officer and principal financial officer, the Company
conducted an evaluation of the effectiveness of internal control over financial reporting based on the “Internal Control - Integrated
Framework” issued by the Committee of Sponsoring Orgenizations of the Treadway Commission. Based upon the Company's
evaluation under such framework, Company management concluded that the internal control over financial reporting was effective
as of December 31, 2004. Management's assessment of the effectiveness of infernal control over financial reporting as of
December 31, 2004 has been audited by PricewaterhouseCoopers, LLP, an independent registered public accounting firm, as
stated in their report which is included herein.

March 14, 2005
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Report of Independent Registered Public Accounting Firm

\
To the Board of Directors and Shareholders of Southwest Gas Corporation: :

We have completed an integrated audit of Southwest Gas Corporation’s 2004 conso|idafed; financial statements and of its internal
control over financial reporting as of December 31, 2004 and audits of its 2003 and 2002 consolidated financial statements in
accordance with the standards of the Public Company Accounting Oversight Board {United States). Our opinions, based on our

audits, are presented below. ‘

Consolidated Financial Stotements |

[n our opinion, the accompanying consolidated balance sheets and the refated consolidctecg statements of income, comprehensive
income, cash flows and changes in common shareholders’ equity present fairly, in all material respects, the financial position of
Southwest Gas Corporation and its subsidiaries at December 31, 2004 and 2003, and ’r‘he resulfs‘of their operations cmd their
cash flows for each of the three years in the pericd ended December 31, 2004 in conformity with accounting principles generally
accepted in the United Stotes of America. These financial statements are the responsikj;iliry of Southwest Gas Corporation’s
management. Our responsibility is to express an opinion on these financial statements bc:sed on our audits. We conducted our
audits of these statements in accordance with the standards of the Public Company Accounting Oversight Board (United States).
Those standards require that we plan and perform the audit fo obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit of financial statements includes examining, on a fest basis, evidence supporting the
amounts and disclosures in the financial statements, assessing the accounting principles used. and significant estimates made by
management, and evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for

our opinion. }

As discussed in Note 1 to the consolidated financial statements, the Company changed the manner in which it accounts for asset
retirement obligations as of January 1, 2003, financial instruments with characteristics of both debt and equity and certain variable
interest entities as of July 1, 2003. l

\
Internal Control Over Financial Reporting |

. .. . . . |
Also, in our opinion, management's assessment, included in the accompanying Management's Report on Internal Control Over
Y/ gen P

Financial Reporting, that Southwest Gas Corporation maintained effective internal control over financial reporting as of
December 31, 2004 based on criteria established in Internal Control - Integrated Fra:mework issued by the Committee of
Sponsoring Organizations of the Treadway Commission (COSO), is fairly stated, in all material respects, based on those criferia.
Furthermore, in our opinion, Southwest Gas Corporation maintained, in all material respects] effective internal control over financial
reporting as of December 31, 2004, based on criteria established in Internal Control - Infeg:roted Framework issued by the COSO.
Southwest Gas Corporation management is responsible for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting. Our reséonsibility is to express opinions on
management's assessment and on the effectiveness of Southwest Gas Corporation’s infernal control over financial reporting based
on our audit. We conducted our audit of internal control over financial reporting in accordance with the standards of the Public
Company Accounting Oversight Board {United States). Those standards require that we ‘plan and perform the audit to obtain
reasonable assurance abcut whether effective internal control over financial reporting was %oinfcined in all material respects. An
audit of internal control over financial reporting includes obtaining an understanding of internal control over financial reporting,
evaluating management’s assessment, testing and evaluating the design and operoﬁng}eﬁectiveness of internal control, and
performing such other procedures as we consider necessary in the circumstances. We believe that our audit provides a reasonable

basis for our opinions.
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A company’s infernal control over financial reporting is a process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles. A company’s internal control over financial reporting includes those policies and procedures that i)
pertain fo the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the
assets of the company; (i) provide reasonable assurance that transactions are recorded as necessory to permit preparation of
financial statements in accordance with generally accepted accounting principles, and that receipts and expenditures of the
company are being made only in accordance with authorizations of management and directors of the company; and {jii} provide
reasonable assurance regarding prevention or timely defection of unauthorized acquisition, use, or disposition of the company's
assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting mey not prevent or defect misstatements. Also, projections
of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate because of changes
in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

PricewaterhouseCoopers LLP

Los Angeles, California
March 14, 2005
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Shareholder Information

Stock Listing Information

Southwest Gas Corporation’s common stock is listed on the New York Stock Exchange under the ticker symbol “SWX.” Quotes may
be obtained in daily financial newspapers or some local newspapers where it is listed under i”SoWeeros"’
|
Annual Meefing ‘
|
The Annual Meeting of Shareholders will be held on May 5, 2005 at 10:00 a.m. ot the Fio Suites Hotel and Casino, 15 and

Flamingo Road, Las Vegas, Nevada. |
|
Dividend Reinvestment and Stock Purchase Plan |

The Southwest Gas Corporation Dividend Reinvestment and Stock Purchase Plan (DRSPP) }provides its shareholders, natural gas
customers, employees andl residents of Arizona, California and Nevada with a simple and convenient method of purchasing the

Company's common stock and investing cash dividends in additional shares without payment of any brokerage commission.
|

The DRSPP features include: \

Initial investments of $100, up to $100,000 annually
Automatic investing
No commissions on purchases

Safekeeping for common stock certificates

For more information contact:

|
\
\
|
|
i
i
|
\
Shareholder Services, Southwest Gas Corporation, P. O. Box 98511, Las Vegas, NV 89193-8511 or call (800} 331-1119
i

Dividends ‘

Dividends on common stock are declared quarterly by the Board of Directors. As a general r:ule, they are payable on the first day of
March, June, September and December.

|
Investor Relations |
Southwest Gas Corporation is committed to providing relevant and complete investment ijnformotion to shareholders, individual
investors and members of the investment community. Additional copies of the Company’s 2004 Annual Report on Form 10K,
without exhibits, as filed with the Securities and Exchange Commission may be obtained upon request free of charge. Additional
financial information may be obtained by contacting Kenneth J. Kenny, Investor Relations, Southwest Gas Corporation, P. O. Box

98510, Las Vegas, NV 89193-8510 or by calling {702) 876-7237. }

Southwest Gas Corporation information is also available on the Internet at www.swgas.com. For non-financial information, please

call (702) 8767011, \

Transfer Agent Registrar Al‘lldifors

Shareholder Services Southwest Gas Corporation PricewaterhouseCoopers LLP
Southwest Gas Corporation P. O. Box 98510 350'S. Grand Avenue

P. O. Box 98511 Las Vegas, NV 89193-8510 Lois Angeles, CA 90071

Las Vegas, NV 89193-8511
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